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INTRODUCTION

The Subcommittee on Select Revenue Measures of the House
Committee on Ways and Means has scheduled public hearings on
various miscellaneous revenue proposals on Sﬁptember 8, 21, and
23, 1993. The full Committee on Ways and Means held a public
hearing on the financing of health benefits for retired coal miners
on September 9, 1993.

This pamphlet,! prepared by the staff of the Joint Committee on
Taxation, provides a description of present law and the proposals,
based on proposals submitted to Chairman Rostenkowski by Mem-
bers of the Committee on Ways and Means. .

Part I of the pamphlet describes additional revenue-reducing pro-
posals;2 Part II describes the revenue-raising proposals included
for the hearings; and Part III describes revenue-related proposals
concerning the financing of health benefits for retired coal miners
(September 9 hearing).

1This pamphlet may be cited as follows: Joint Committee on Taxation, Description of Mis-
cellaneous Revenue Proposals (JCS-12-93), September 16, 1993.

- 28ee also prior staff pamphlet: Joint Committee on Taxation, Description of Miscellaneous Tax

Proposals (JCS-8-93), June 186, 1993,
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DESCRIPTION OF PROPOSALS
I. MISCELLANEOUS REVENUE REDUCING PROPOSALS

A. Alternative Minimum Tax

1. Use of the 200-percent declining balance depreciation
method for automobiles for alternative minimum tax

purposes
Present Law

A taxpayer is subject to an alternative minimum tax (AMT) to
the extent that the taxpayer’s tentative minimum tax exceeds the
taxpayer’s regular income tax liability. A taxpayer’s tentative mini-
mum tax is calculated by applying the AMT rate to the excess of
the taxpayer’s alternative minimum taxable income over an exemp-
tion amount. Alternative minimum taxable income (AMTT) is the
taxpayer’s taxable income increased by certain tax preferences and
modified by certain adjustments to negate the deferral of income
resulting from the regular tax treatment of those items.

One of the adjustments that is made to taxable income to arrive
at AMTI relates to depreciation. For AMT purposes, depreciation
on most personal property placed in service after 1993 is calculated
using the 150-percent declining balance method {switching to
straight line in the year necessary to maximize the deduction) over
the property’s class life.3 The class lives of property generally are
longer than the recovery periods allowed for regular tax purposes.

For automobiles, the recovery period for regular tax purposes and
the class life for AMT purposes are both five years. For regular tax
purposes, automobiles are depreciated using the 200-percent declin-
ing balance method over 5 years. For alternative minimum tax pur-
poses, automobiles are depreciated using the 150-percent declining
balance method over 5 years.

Description of Proposal

For both AMT and regular tax purposes, taxpayers would com-
pute depreciation for automobiles by using the 200-percent declin-
ing balance method over a period of 5 years.

Effective Date

The proposal would be effective for property placed in service
after December 31, 1993.

3For property placed in service by a corporation after 1986 and before 1994, AMT depreciation
is computed twice—once usin‘g the 150-percent declining balance method over the property’s
class life, and again (for the “ACE adjustment”) using the straight-line method over the class
life. The Omnibus Budget Reconciliation Act of 1993 repealed the ACE adjustment for property
placed in service after 1993, ‘

(2
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B. Financial Institutions

1. Deductibility of bad debt losses of nonbank lending ihsti-
tutions : ,

Present Law

Bad debt deductions of taxpayers that are not banks

Taxpayers are permitted a deduction for any debt that is ac-
quired or incurred in the taxpayer’s trade or business that becomes
wholly or partially worthless (the “specific charge-off method”).4 In
determining whether a debt is worthless in whole or in part, all
pertinent evidence, including the value of any collateral and the fi-
nancial condition of the debtor, are to be taken into account.5

Bad debt deductions of banks

All banks are allowed a deduction for bad debts under the spe-
cific charge-off method. In addition, a commercial bank whose aver-
age adjusted bases of all assets does not exceed $500 million Gi.e.,
a “small bank”) also is allowed a deduction for a reasonable addi-
tion to a reserve for bad debts.6 The reasonable addition to the re-
serve is an amount computed on the basis of a moving six-year av-
erage of the loans that became worthless in those years (the “expe-
rience method”). ‘ :

Under Treasury Regulations, in the case of a bank or other cor-
poration which is subject to supervision by Federal authorities or
by State authorities maintaining substantially equivalent stand-
ards, debts that are charged off are conclusively presumed to have
become worthless. In order to sustain this presumption, the bank
must have (1) received a specific order from its regulatory author-
ity to charge off the debt or written confirmation of the charge-off
in the next audit, or (2) elected a “tax-book” conformity method of
accounting for bad debts and received an express determination let-
ter from the appropriate Federal banking agency affirming that the
bank’s loan loss classification standards were consistent with regu-
latory standards.? :

Description of Proposal

In the case of a nonbank lending institution the stock of which
is publicly traded that has a high volume of low balance, homo-
geneous loans, a loan of that type would be presumed worthless no
Iater than the time it would be determined worthless under the
regulatory criteria applicable to regulated depository institutions,
such as banks and thrift institutions, so long as the loan has been
written off for financial accounting purposes.

Effective Date

The proposal would be effective losses on loans occurring in tax-
able years beginning after the date of enactment of the provision.

4Code sec. 166.

5Treas, Reg. sec. 1.166-2(a).

6 Code sec. 585.

7Treas. Reg. secs. 1.166-2(d) and 1,166-2T(a).
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C. Insurance

1. Extension of tax and loss bond treatment applicable to
mortgage and lease guarantee insurance and insurers of
State and local obligations

Present Law

A property and casualty insurance company generally is subject
to tax on its taxable income, meaning its gross income less allow-
able deductions. A special deduction for additions to State-required
reserves for adverse economic cycles is allowed with respect to cer-
tain types of insurance business, provided the company purchases
“tax and loss bonds” in the amount of the tax benefit attributable
to the special deduction, and restores to income the amount of the
special deduction at the close of 10 years (or 20 years for certain
insurance) (sec. 832(e)).

The special deduction is allowed with respect to mortgage guar-
anty insurance, lease guaranty insurance, and insurance on obliga-
tions the interest on which is excludable from gross income under
Code section 103 (tax-exempt obligations). The amount of the de-
duction is generally the sum of (1) the amount required by State
law or regulation to be set aside in a reserve for losses resulting
from adverse economic cycles, including losses from declining reve-
nues related to tax-exempt obligations, and (2) the amount so set
aside for the preceding eight taxable years to the extent not al-
ready deducted. The amount treated as set aside in a reserve under
(1) above may not exceed 50 percent of the company’s premiums
earned during the taxable year. The amount of the special deduc-
tion may not exceed taxable income (computed without regard to
the special deduction or to any net operating loss carryback). The
special deduction is not allowed, however, unless the company pur-
chases “tax and loss” Federal Government bonds in the amount of
the tax benefit of the deduction. These bonds are noninterest bear-
ing, nontransferable and redeemable when the amount deducted
under the provision is restored to income. The amount of the spe-
cial deduction for any taxable year is restored to income no later
than the tenth following year (or, in the case of insurance of tax-
exempt obligations, the twentieth following year).

Description of Proposal

The proposal would extend the special deduction and require-
ments of section 832(e) (including the requirement to purchase tax
and loss bonds) to any financial guaranty insurance regardless of
whether the insured obligations are obligations the interest on
which is excludable from gross income under Code section 103.
Thus, the proposal would apply to the extent the financial guaranty
insurer is required under State law or regulation to set aside
amounts in a reserve for losses resulting from adverse economic cy-
cles, including losses from declining revenues related to the insured
obligations.
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Effective Date

The proposal would be effective for taxable years beginning after
December 31, 1993, with transition rules similar to those that ap-
plied upon original enactment of section 832(e).

2. Treatment of policy acquisition expenses with respect to
certain accident and health insuranpe contracts

Present Law

Present law provides that specified policy acquisition expenses of
an insurance company are required to be capitalized and amortized
ratably generally over a 120-month period (sec. 848). A special rule
provides that an insurance company’s first $5,000,000 of specified
policy acquisition costs may be amortized ratably over 60 months
rather than 120 months; the $5,000,000 amount is phased out rat-
ably for insurance companies with specified policy acquisition ex-
penses exceeding $10,000,000 and is reduced to zero when such ex-
penses exceed $15,000,000. In the case of a controlled group (de-
fined to include non-insurance and insurance members, including
certain foreign insurance members), all insurance company mem-
bers are treated as one company.

Specified policy acquisition expenses are determined as a per-
centage of net premiums for each of three categories of specified in-
surance contracts. Specified insurance contracts means any life in-
surance, annuity, or noncancellable accident and health insurance
contract or combination thereof (excluding pension plan contracts,
flight insurance or similar contracts, and certain foreign contracts).
For annuity contracts, the percentage is 1.75; for group life insur-
ance contracts, the percentage is 2.05; and for other specified insur-
ance contracts, the percentage is 7.7. Specified policy acquisition
expenses may not exceed the company’s general deductions for the
taxable year.

The provision grants the Treasury Secretary authority to provide
that a type of insurance contract is treated as a separate category
for purposes of the provision (and to prescribe a percentage applica-
ble to such category), if the Secretary determines that the deferral
of acquisition expenses for such type of contract that would other-
wise result under ‘the provision is substantially greater than the
deferral of acquisition expenses that would have resulted if actual
acquisition expenses (including indirect expenses) and the actual
useful life for such type of contract had been used. If this authority
is exercised with respect to any type of contract, the Secretary is
required to adjust the percentage that would otherwise have ap-
plied under the provision to the category which includes such type
of contract so that the exercise of such authority does not result in
a decrease in the amount of revenue received for any fiscal year.

Description of Proposal

The proposal would provide that certain employer-sponsored
noncancellable accident and health insurance group -contracts
would be treated as group life insurance contracts. Thus, the per-
centage of net premiums that would be treated as specified policy
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acquisition expenses would be changed from 7.7 percent to 2.05
percent for such contracts.

Effective Date

The proposal would be effective for taxable years beginning after
December 31, 1993.

D. Employee Benefits
1. Tax-credit employee stock ownership plans

Present Law

An employee stock ownership plan (ESOP) is a qualified stock
bonus plan or a combination of a stock bonus and a money pur-
chase pension plan which is designed to invest primarily in securi-
ties of the employer. An ESOP is subject to the same rules gen-
erally applicable to tax-qualified retirement plans. In addition,
some special rules and tax benefits apply to ESOPs that do not
apply to other tax-qualified retirement plans. Within limits, an em-
ployer is entitled to a deduction for contributions made to a tax-
qualified retirement plan, including an ESOP.

Under prior law, an employer could obtain a tax credit in lieu of
a deduction for certain contributions to an ESOP. Initially, the
credit was based upon qualified investment by the employer, and
was later changed to a payroll-based credit by the Economic Recov-
ery Act of 1981,

Under the payroll-based credit, for taxable years beginning after
December 31, 1982, an employer was entitled to a credit for con-
tributions to a tax-credit ESOP up to one-half of one percent of the
aggregate compensation of all employees participating in the plan.
The amount of the credit was scheduled to increase to 0.75 percent
of compensation for years beginning in 1985, 1986, and 1987. The
scheduled increase in the amount of the credit was repealed by the
Deficit Reduction Act of 1984, and the credit was repealed entirely
by the Tax Reform Act of 1986, with respect to compensation paid
or accrued after December 31, 1986. The amount of the employer’s
tax liability that could be offset by the payroll-based tax credit was
limited to the first $25,000 of tax liability, plus 90 percent of the
excess over $25,000.

In order to qualify as a tax-credit ESOP, the ESOP was required
to meet certain requirements. For example, a tax-credit ESOP was
required to provide that each participant had a nonforfeitable right
to amounts allocated to his or her account. In addition, no more
than $100,000 of a participant’s compensation could be taken into
account under the plan. Employer securities allocated to partici-
pant accounts could not be distributed within 84 months after the
month in which the securities were allocated. The 84-month rule
did not apply in the case of death, disability, separation, termi-
nation of the plan, or certain corporate transactions. Other require-
ments also applied. S
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Description of Proposals

(1) Reinstate the 0.75 percent payroll-based tax credit for con-
tributions to a tax-credit ESOP, o

(2) Same as (1), except provide that no more than $60,000 of a
participant’s compensation could be taken into account.

(8) Same as (1), except that the credit would be limited to the
compensation of nonhighly compensated employees. Only nonhighly
compensated employees would be entitled to an allocation under
the tax-credit ESOP.

(4) Same as (1), but provide that amounts in the tax-credit ESOP
must be distributed to the participant within 4 years of contribu-
tion by the employer. The present-law rules regarding taxation of
distributions would apply. '

(5) Limit the amount of the credit to 0.5 percent of compensation.

Effective Date

The proposals would be effective for taxable years beginning
after December 31, 1993.

2. Permit ESOPs to prohibit rollover of in-service distribu-
tions

Present Law

Under present law, a distribution of benefits from a qualified
pension plan generally is includible in income in the year in which
it is paid or distributed except to the extent that the amount dis-
tributed represents the employee’s investment in the contract (i.e.,
basis). An additional 10-percent tax may apply if the distribution
is made before the employee is age 59 1/2. If the distribution is an
eligible rollover distribution, it can be rolled over tax free to an in-
dividual retirement arrangement (IRA) or another qualified pen-
sion plan or annuity. An eligible rollover distribution is all or any
portion of a taxable distribution from a qualified pension plan that
is not (1) one of a series of substantially equal periodic payments
made (a) over the life (or life expectancy) of the employee or the
joint lives (or life expectancies) of the employee and the employee’s
beneficiary, or (b) for a specified period of 10 years or more, and
(2) a minimum required distribution (sec. 401(a)(9)). A plan is re-
quired to give the employee the option of directly rolling over an
eligible rollover distribution. These distribution rules apply to all

ualified pension plans, including employee stock ownership plans
ESOPs), and to all contributions to (and earnings under) such
plans, including employer contributions, employee contributions,
and elective deferrals. N _ N ‘

Under both the Internal Revenue Code and the Employee Retire-
ment Income Security Act of 1974 (ERISA), as amended, amend-
ments to qualified pension plans which reduce or eliminate certain
protected benefits are prohibited. Protected benefits include a par-
ticipant’s accrued benefit as of the later of the amendment’s adop-
tion date or effective date. Protected benefits also include early re-
tirement benefits, retirement-type subsidies, and optional forms of
benefit. An optional form of benefit is a distribution form with re-
spect to a participant’s benefit under the plan. A distribution of
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benefits while a participant is still employed by an employer (in-
service distribution) is an optional form of benefit that cannot be
eliminated with respect to existing account balances.

Under present law, ESOPs are required to permit participants
who have attained age 55 and 10 years of plan participation to di-
versify the portion of their account balance which is invested in
employer securities. Under these diversification rules, the ESOP
must offer the participant an opportunity to either transfer his or
her investment in employer securities to other investment funds or
must distribute the employer securities.

Description of Proposal

The proposal would permit an ESOP to provide that in-service
distributions of employer securities attributable to employer con-
tributions other than elective deferrals are not eligible rollover dis-
tributions. The proposal would not apply to distributions of em-
ployer securities under the diversification rules of present law. The
proposal would provide that ESOPs which restrict the availability
of rollover treatment in this way do not violate the rules prohibit-
ing the reduction or elimination of protected benefits.

Effective Date

The proposal would be effective for in-service distributions of em-
ployer securities made after December 31, 1993.

3. Rollover of military separation pay (H.R. 2617)

Present Law

Sections 1174 and 1174a of title 10 of the United States Code
provide for payment to military officers and enlisted personnel
upon involuntary separation from the armed services.

Any part of the taxable portion of a distribution from a qualified
pension or annuity plan or a tax-sheltered annuity (other than a
minimum required distribution) can be rolled over tax free to an
individual retirement arrangements (IRA) or another qualified plan
or annuity, unless the distribution is one of a series of substantially
equal periodic payments made (1) over the life or life expectancy
of the individual (or the joint lives or life expectancies of the indi-
vidual and his or her beneficiary), or (2) over a specified period of
10 years or more.

Distribution from other types of plans (e.g., nonqualified deferred
compensation plans) or other types of payments (e.g., severance
payments) are not eligible for such tax-free rollover treatment.

Description of Proposal

The Military Separation Retirement Benefits Act of 1993 (ELR.
2617) would provide that military separation pay, as defined in sec-
tion 1174 or 1174a of title 10 of the United States Code, may be
rolled over tax free to an IRA within 60 days of receipt.
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Effective Date

The bill would be effective for pay received after December 5,
1991. In the case of a payment received after December 5, 1991,
and before the date of enactment, the rollover could be made with-
in one year after the date of enactment. '

" E. Individual Income Tax

1. Increase eligible income level for performing artist em-
ployee exemption from the limitation on deduction for
unreimbursed business expenses

Present Law

In general, a taxpayer may deduct all ordinary and necessary ex-
penses paid or incurred during the taxable iyear (1) in carrying on
any trade or business and (2) in the case of an individual, for the
production of income. Such deductible expenses may include ex-
penses of providing services as an employee.

In general, business expenses other than unreimbursed employee

business expenses may be deducted in computing adjusted gross in-
come (AGI) and are not subject to the 2-percent of AGI floor on
miscellaneous itemized deductions. Expenses for the production of
income other than rental or royalty income (e.g., unreimbursed em-
ployee business expenses) are generally deductible as an itemized
deduction from AGI (if the activity does not constitute a trade or
business) and are subject to the 2-percent floor on miscellaneous.
itemized deductions. i o
- A qualified performing artist may take a deduction in computing
AGI for expenses paid or incurred in connection with performance
of services in the performing arts (even if such expenses are unre-
imbursed). To qualify as a performing artist, a taxpayer must (1)
perform services in the performing arts for at least two emgloyers8
during the taxable year, (2) have an aggregate amount of business
deductions in connection with the performance of such services in
excess of 10 percent of the taxpayer’s income from such services,
and (3) have an AGI (determined prior to application of this provi-
sion) of no more than $16,000. = '
. If the taxpayer is married and does not live apart from his or her
spouse at all times during the taxable year, then the taxpayer must
file a joint return in order to take the deduction in computing AGI
as a qualified performing artist. If both spouses are performing art-
ists, the tests in (1) and (2), above, are applied separately to each
spouse. The AGI threshold is applied to the couple’s combined AGI
jntsdetermining whether the spouses are qualified performing art-
ists. B

Description of Proposal

The proposal would increase from $16,000 to $36,060 the AGI
threshold for determining eligibility for the deduction in computing
AGI for expenses of a qualified performing artist.

e TR

8An employer from whom the performing artist i-ect;ived less than $200 for serviees‘during
the taxable year is not treated as an employer for purposes of meeting the two-employer test.

D Py -~
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Effective Date

The proposal would be effective for taxable years beginning after
December 31, 1993. g

2. Treatment of certain military disability severance pay-
ments (H.R. 2971)

Present Law

An individual who receives payments for personal injuries or
sickness resulting from active service in the armed forces can ex-
clude such amounts from gross income if (1) the individual was en-
titled to receive such payments on or before September 24, 1975,
(2) on September 24, 1975, the individual was a member of the
armed services or under a binding written commitment to enter the
armed services, (3) the payments were received as a result of a
combat-related injury, or (4) the individual would be entitled to re-
ceive disability compensation from the Veteran’s Administration.
The amount excludable under this provision cannot be less than
the maximum amount of disability compensation the individual
would be entitled to receive from the Veteran’s Administration.

Description of Proposal

The bill (H.R. 2971) would permit individuals who included mili-
tary disability severance payments in income to seek a refund even
though the statute of limitations has passed. Under the bill, if an
individual included in gross income a lump-sum severance payment
which was received on account of personal injuries or sickness re-
sulting from active service in the armed forces and such payment
is excludable from gross income, the individual may make a claim’
for ;‘lefund within one year after the date of enactment of the pro-
posal. . o

, : R - Effective Date / N ,
"The bill would be effective on the date of enactment. =~~~
1. Certain airport, dock and wharf facilities o

Present Law

Interest on State and local government bonds generally is ex-
empt from the regular Federal income tax. However, interest on
private activity bonds is taxable, unless the private activity that
the bonds are issued to finance is specifically identified in the
Code. Private activity bonds are bonds for which more than a speci-
fied minimum amount of the proceeds is used in a trade or busi-
ness of an entity other than a State or local government or is used
to make loans to nongovernmental entities. Most tax-exempt pri-
vate activity bonds are subject to annual, per capita State volume
limitations. SRS SR I SRR SR TR

Tax-exempt private activity bonds may be issued to finance cer-
tain governmentally owned airport, dock and wharf facilities. Un-
like most other tax-exempt private activity bonds, however, these
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bonds are not subject to the annual State private activity bond vol-
ume limitations. Airport, dock and wharf facilities financed with
these bonds are limited to airports, docks, wharves, and related
warehouses and infrastructure, _
, . Description of Proposal

The proposal would expand the property eligible for tax-exempt
bond financing as an airport, dock or wharf facility in two respects.
First, the definition of port facility would be expanded to include
all transportation facilities (including railroad track and other fa-
cilities) used for transport of cargo or passengers, at least 80 per-
cent of which is destined for (or departing from) a qualified airport,
dock or wharf facility. o N

Second, the requirement that all tax-exempt bond financed air-
port, gock, or wharf facilities be governmentally owned would be
waived.

The proposal would not alter the 1;:resent-law rule exempting pri-
vate activity bonds for airport, dock and wharf facilities from the
State private activity bond volume limitations.

Effective Date

31T11139%r0posa1 would be effective for bonds issued after December

‘ G. Tax-Exempt Entities
1. Permit a qualified scholarship funding corporation to
transfer assets and debts to a for-profit corporation
without causing tax-exempt bond interest to be taxable

Present Law
Qualified scholarship funding corporations

Qualified scholarship funding corporations are nonprofit corpora-
tions established and operated exclusively for the purpose of ac-
Xuiring student loan notes incurred under the Higher Education

ct of 1965 (sec. 150(d)). Such corporations must be organized at
the request of a State or political subdivision thereof. In addition,
a qualified scholarship funding corporation must be required by its
corporate charter and bylaws, or under State law, to devote any in-
come (after payment of expenses, debt service and the creation of
reserves for the same) to the purchase of additional student loan
notes or to pay over any income to the United States.

Qualified student loan bonds

In general, State and local government bonds issued to finance
private loans (e.g., student loans) are taxable private activity
bonds. However, interest on qualified student loan bonds is tax-ex-

empt.

(fualified student loan bonds are obligations that are part of an
issue all, or a major portion, of the proceeds of which are used, di-
rectly or indirectly, to finance loans to students who meet certain
requirements. Such loans must be made under a program of gen-
eral application to which the Higher Education Act of 1965 applies
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and with respect to which special allowance payments (SAP) under
the Higher Education Act of 1965 are authorized. In addition, the
program must restrict the maximum amount of loans that may be
outstanding to any student and the maximum rate of interest pay-
able on any loan, and the loans must be guaranteed by the Federal
government. Finally, the financing of loans under the program
i)nu%t not be limited by Federal law to the proceeds of tax-exempt
onds. :

Qualified scholarship funding corporations are eligible issuers of

qualified student loan bonds.

Arbitrage restrictions and rebate requirement

The Internal Revenue Code restricts the direct and indirect in-
vestment of bond proceeds in higher yielding investments and re-
quires that profits on investments that are unrelated to the govern-
ment purpose for which the bonds are issued be rebated to the
United States. L .

These arbitrage restrictions limit, for example, the amount by
which interest charged on loans to students may exceed interest
paid on qualified student loan bonds. This amount generally is lim-
ited to a spread between the interest on the bonds and the interest
on the acquired program obligations equal to the greater of (1) two
percentaﬁe points plus reasonable administrative costs or (2) all
reasonable direct costs of the loan program (including issuance
costs and bad debt losses). Special allowance payments (SAP) made
by the Department of Education are treatetf as interest on notes
and, therefore, are included within the 2-percent limit.

Private foundation excess business holding restrictions

The activities and assets of private foundations are subject to
certain restrictions, including the “excess business holding” limita-
tions of section 4943. These rules limit the combined ownership of
a business enterprise by a private foundation and all disquaﬁﬁed
persons by imposing a tax on the “excess business holdings” of any
private foundation. Generally, a private foundation and disqualified
persons may, in the aggregate, own 20 percent of the voting stock
of a functionally-unrelated corporation. If third parties control the
unrelated corporation, such aggregate percentage interest may be
increased to 35 percent.

The excess business holding rules do not apply if a private foun-
dation owns an interest in a “functionally-related business.” A
“functionally-related business” is one that is (1) not an unrelated
trade or business within the meaning of section 513 or (2) carried
on within a larger aggregate of similar activities or within a larger
complex of other endeavors that are related to the foundation’s ex-
empt purposes.

Description of Proposal

The proposal would provide that a nonprofit student loan funding
corporation may elect to cease status as a qualified scholarship
funding corporation. If the corporation meets the requirements out-
lined below, such an election will not cause any bond outstanding
as of the date of the issuer’s election and any bond issued to refund
such a bond to fail to be a qualified student loan bond. Accordingly,
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ih(ledinterest on such bonds would remain tax-exempt to the bond-
olders. :

First, the issuer must transfer all of the student loan notes to an-
other, taxable, corporation in exchange for all of the stock of such
corporation within a reasonable period of time after the election is
made. Such transfer must be structured so as to ensure that the
value of all charitable assets transferred to the taxable corporation
(i.e., the assets of the issuer) is preserved for charitable purposes.
The transferee corporation must assume or otherwise provide for
the payment of all the qualified scholarship funding bond indebted-
ness of the issuer within a reasonable period after the election. In
addition, to the extent permitted by law, the transferee corporation
must assume all of the responsibilities and succeed to of the
rights of the issuer under the issuer’s agreements with the Sec-
retary of Education with respect to student loans. Further, the is-
suer must have the right to require the transferee corporation to
redeem stock held by the issuer not later than ten years after the
date of the election.

After the transfer, the issuer must operate as an exempt edu-
cational organization under section 5018:)(3) and be exempt from
tax under section 501(a). As such, the issuer would not be author-
ized to issue any new bonds. While refunding of existing bonds may
occur, because a qualified scholarship funding corporation would no
longer exist, any bonds issued to refund such bonds must be issued
by a governmental entity. ' : :

For purposes of the excess business holding restrictions imposed
on a private foundation, the corporation to which the issuer makes
the transfer shall be treated as a “functionally-related business”
with respect to the issuer if more than 50 percent of the gross in-
come of such corporation is derived from, or more than 50 percent
of the assets (by value) of such corporation consists of, student loan
notes incurred under the Higher Education Act of 1965.

Once made, an election may be revoked only with the consent of
the Secretary of Treasury.

Eﬁecﬁve Daie
The proposal would be effective on the date of enactment.

2. Provide favorable tax treatment for preservation of civic
assets by community trusts

Present Law
Rules generally applicable to charitable organizations

To qualify as a charitable tax-exempt organization described in
section 501(c)(3), an organization must be olxi'igaxﬁzed and operated
exclusively for religious, charitable, scientific, testing for public
safety, literary, or educational purposes, or to foster international
amateur sports competition, or for the prevention of cruelty to chil-
dren or animals. No part of the net earnings of the organization
may inure to the benefit of any private shareholder or individual.
In addition, no substantial part of the activities of a 501(c)(3) orga-
nization may consist of carrying on propaganda, or otherwise at-
tempting to influence legislation, and such organization may not
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participate in, or intervene in, any political campaign on behalf of
(or in opposition to) any candidate for public office.

Although tax-exempt organizations are not subject to Federal in-
come tax on income related to their exempt purposes, they are sub-
ject to tax on certain unrelated business income under section
501(b). Section 512 defines unrelated business taxable income as
gross income derived by an organization from any unrelated trade
or business that it regularly carries on, less permissible deductions
which are directly connected with such trade or business.

Under section 170, contributions to a qualified charitable organi-
zation are deductible for Federal income tax purposes, subject to
certain limitations. Similarly, sections 2055 and 2522 provide that
charitable contributions are deductible in determining Federal es-
tate and gift tax liability.

Special rules for community trusts

Community trusts are particular types of organizations described
in Code section 501(c)(3) that also meet the requirements of section
1.170A-9(e)(11) of the Treasury Regulations. Community trusts
have often been established to attract large contributions of a cap-
ital or endowment nature for the benefit of a particular community
or area.? As publicly supported charities, community trusts are not
subject to the special rules applicable to private foundations, such
as the prohibition against self-dealing and a tax on net investment
income, and contributions to such organizations are subject to the
general 50-percent of contribution base deduction limitation rather
than the 30-percent limitation applicable to contributions to private
foundations.

Treasury Regulations provide that a community trust must be
“publicly supported,” operate under a common name, a common
governing instrument, and a common governing body.10 In addi-
tion, transfers of assets to community trusts may not be directly
subjected by the transferor to any material condition or restriction
with respect to the transferred assets. Treasury regulations provide
that the existence of a material restriction or condition is deter-
mined based on the facts and circumstances of a transfer, and set
forth certain significant factors to be considered in making such a
determination.11 '

In general, an organization will be treated as “publicly sup-
ported” if (a) it normally receives at least one-third of its total
amount of support (including exempt function income) from govern-
mental sources and the general public, or (b) it normally receives
a substantial part (at least 10 percent) of its total amount of sup-
port (excluding exempt function income) from governmental sources
and the general public.12 In determining whether an organization
satisfies one of the above public-support tests, contributions from
any single member of the general public generally are taken into
account only to the extent such contributions do not exceed two

2Treas. Reg. sec. 1.170A-9(e)10).

10Treas. Reg. secs. 1.170A-9(e)(10) and (11). .

11Treas. Reg. sec. 1.507-2(a)(8). In general, under section 507(b}(1XA), a private foundation
may terminate its status as such if it distributes all of its net assets to one or more organiza-
tions described in section 170(b}(1)(A), subject to certain restrictions.

12Treas. Reg. secs. 1.170A-9(e)(2) and (3).
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percent of the organization’s total support for the period.13 How-
ever, substantial contributions or bequests from a member of the
general public that are attracted by reason of the publicly sup-
ported nature of the organization, are unusual or unexpected with
respect to the amount thereof, and which would, by reason of their
size, adversely affect the status of the recipient organization as
being publicly supported, may be disregarded for purposes of apply-
ing the 2-percent limitation.14 - , :

Description of Proposal

The proposal would provide that activities of a community trust
in fostering the retention of a civic asset would be considered to be
. activities described in section 501(c)(3). Contributions of a civic
asset (including the stock of a corporation that owns the civic as-
sets) or any portion thereof, to a community trust would be deduct-
ible only for Federal estate and gift tax purposes, and not for Fed-
eral income tax purposes. Contributions of money or property
(other than a civic asset) to a community trust to assist the trust
in activities fostering the retention of a civic asset would be deduct-
ible for Federal income tax and Federal estate and gift tax pur-
poses. ' ‘ T

The term “civic asset” would be defined to mean a facility, enter-
prise, or activity which (1) has a long-standing association and
identification with the community, (2) provides recreational, enter-
tainment or cultural services to the community, and (3) enhances
the economic well-being of the community. Examples of civic assets
would be cultural activities, entertainment activities, recreational
facilities, sporting activities, and ethnic festivals. A period of at
least 20 years generally would be considered a long-standing asso-
ciation with a community. oo

Activities to foster the preservation of a civic asset would include
(but not be limited to) investments in a civic asset, but would not
include purchases of a civic asset from a third party. :

A contribution of a civic asset to a community trust would be
considered an “unusual grant” for purposes of determining whether
the trust is a publicly supported organization. Where a private
foundation or other donor conditions the contribution to a commu-
nity trust on the use of the contribution for the purpose of fostering
the preservation of a civic asset, or restricts the control of the com-
munity trust over the civic asset, including the ability to sell the
civic asset or to obtain financial information regarding its oper-
ation, such condition or restriction would not constitute a material
restriction or condition or affect or change the character or value
of the contribution.

The proposal would not apply in cases in which any person (or
related person) who makes a contribution of a civic asset to a com-
munity trust, or who makes a contribution of cash or other prop-
erty to a community trust to help foster the preservation of such
asset, controls the asset after such contribution. Under the pro-
‘posal, net income derived from the operation of a civic asset by a

13Treas. Reg. sec. 1.170A-9(e)(6). .
14Treas. Reg. sec. 1.170A-9(e)(6)(ii).
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community trust would be subject to income taxation as unrelated
business taxable income. ' S . : :

. 'AEﬂ‘ective Date

The proposal would be effective with respect to activities of com-
munity trusts, and transfers to community trusts, after the date of
enactment. Such transfers generally would include transfers of
civic assets made after the effective date pursuant to testamentary
instruments of decedents dying prior to the effective date if such
instruments required such civic assets to be transferred to a chari-
table beneficiary. : S SR

H. Employment Taxes
1. Eliminate statutory employee rule for bakery distributox_'s

Present Law

Under present law, the determination of whether an individual
is an employee for employment tax purposes is made under a com-
mon-law test. Under this test, an employer-employee relationship
exists if the person contracting for the services has the right to con-
trol not only the result of the services, but also the means by which
that result is accomplished. Whether the requisite control exists is
determined based on the facts and circumstances. The Internal
Revenue Service uses a 20-factor test for this purpose.

However, a statutory rule provides that an individual who per-
forms ongoing services as an agent-driver or commission-driver en-
gaged in distributing bakery products is treated as an employee for
employment tax purposes, unless the bakery distributor has a sub-
stantial investment in facilities used in connection with the per-
formance of such services (other than in facilities for transpor-
tation).15 This provision also applies to distributors of meat, vegeta-
ble, fruit, and beverage (other than milk) products, as well as to
distributors of laundry and dry cleaning services.

Description of Proposal

The proposal would repeal the present-law rule deeming bakery
distributors to be employees for employment tax purposes. There-
fore, whether such individuals are employees for employment tax
purposes would be determined under the common-law test.

Effective Date
The proposal would be effective on the date of enactment.

2. Treat State universities and agency accounts as related
corporations for FICA tax purposes

Present Law

Under the Federal Insurance Contributions Act (FICA), a tax is
imposed on employees and employers up to a maximum amount of

16 This Yrovision does not apply for Federal income tax puz&:oses. Thus, whether such a person
is an employee for Federal income tax purposes is determined under the common-law test.
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employée wages. The tax is comprised of two parts: old-age, survi-
vor and disability insurance (OASDI) and hospital insurance (HI).
For wages paid in 1993 to covered employees, the OASDI tax rate
is 6.2 percent on both the employer and the employee on the first
$57,600 of wages and the HI tax rate is 1.45 percent on both the
employer and the employee on the first $135,000 of wages. The -
Omnibus Budget Reconciliation Act of 1993 repealed the dollar
limit on wages subject to HI taxes for wages received after Decem-
ber 31, 1993.

In any calendar year, the cap on wages subject to FICA applies
separately to the wages received from each employer of the em-
ployee unless a statutory exception applies. Section 3121(s) of the
Internal Revenue Code provides a statutory exception to the sepa-
rate application of the FICA wage caps if related corporations con-
currently employ the same individual and compensate that individ-

ual through a common paymaster. Related corporations can treat
- an employee as if he or she has only one employer for FICA tax
purposes. Thus, FICA taxes are paid on the total wages received
by the employee from all related corporations up to the applicable
wage cap.

Corporations are considered related for. these purposes for an en-
tire calendar quarter if, at any time during a calendar quarter, 1)
they are members of a “controlled group of corporations” as defined
in section 1563 of the Internal Revenue Code (or would be members
under section 1563 if section 1563(a)(4) and section 1568(b) did not
apply and if the phrase “more than 50 percent” were substituted
for the phrase “at least 80 percent” wherever it appears in section
. 1563(a)); (2) 50 percent or more of one corporation’s officers are

also officers of the other corporation; (3) 30 percent or more of one
corporation’s employees are also employees of the other corpora-
tion; or (4) in the case of a corporation that does not issue stock,
50 percent or more of the directors of one corporation are also di-

- rectors of the other corporation. In addition, section 125 of the So-
cial Security Amendments of 1983 provides that a State university
which employs health professionals as faculty members at a medi-
cal school and a tax-exempt faculty practice plan described in sec-
tion 501(cX3) of the Internal Revenue Code that concurrently em-
ploys 30 percent or more of the faculty ‘members of the medical ‘
school are deemed related corporatlons uuder section 3121(s) of the
Internal Revenue Code. . e e - :

Descnptwn of Proposal

Certain health professmnals employed as faculty members of R
State universities receive their wages from both the State univer-
sity and an agency account of the State university. Under the pro-
posal, a State university and its agency account would be deemed
related corporations under Code section 3121(s). N

Eﬁectwe Date

The proposal would be effective for wages rece1ved after Decem-' )
ber 31, 1993.
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3. Exempt certain religious schools from Federal unemploy-
ment tax o '

Present Law

Section 3304(a)(6)(A) of the Federal Unemployment Tax Act
(FUTA) requires States to cover certain nonprofit organizations
under their unemployment compensation laws. Exceptions from
this required coverage are provided for services performed in the
employ of: (1) a church or convention or association of churches; or
(2) an organization that is operated primarily for religious purposes
and that is operated, supervised, controlled,-or principally sup-
ported by a church or convention or association of churches.

Description of Pi‘oposal

The proposal would provide an exception from méﬁ&atary» partici-

pation under FUTA for service performed in the employ of an ele-
mentary or secondary school which meets certain requirements. To
qualif% for such exemption, the elementary or second school
must be (1) operated primarily for religious purposes; (2)-described
in section 501(c)3); and (3) exempt from tax under section 501(a).

Eﬁéétfve Date

31T1i139%roposa1 would apply to services performed after December |

L Other Provisions

1. Enhanced deduction for charitable contributions of sci-
entific equipment for design research ’

Present qu

In computing taxable income, a taxpayer who itemizes deduc-
tions generally is allowed to deduct the fair market value of prop-

- erty contributed to a charitable organization.16 However, in the
case of a charitable contribution of inventory or other ordinary-in-
come property, short-term capital %am property, or certain gifts to
private found};.tions, the amount of the deduction is limited to the
taxpayer’s basis in the property. In the case of a charitable con-
tribution of tansible personal property, a taxpayer’s deduction is -
limited to the adjusted basis in such property if the use by the.re<
cipient charitable organization is unrelated to-thé -ergamization’s
tax-exempt purpose (sec. 170(e)1)(B)i)). .,

Special rules in the Code provide augmented deductions for cer-
tain corporate contributions of invento roperty.fr the care of
the ill, the needy, or infants (sec. 170¢e}3)) a fé'értain corporate
contributions of scientific equipment constructed by the taxpayer,
provided the original use of such donated equipment is by the
donee for research or research training in the United States in

16The amount of the deduction allowable for a taxable yéar with respect to a charitable con-
tribution may be reduced dependi g on ‘the type of preperty contributed, the type of charitable
organization to which the property is-cotitfiuted, and the income of the taxpayer (secs. 170(b)
and 170(e)). Corporations are entitled to claim a deduction for charitable contributions, generally
glmited %)1 10 percent of their taxable income (computed without regard to the contribution) for
e taxable year. -
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physical or biological sciences (sec. 170(e}(4)). Under these special
rules, the amount of the augmented deduction available to a cor-
poration making a qualified contribution is equal to its basis in the
donated property plus one-half of the amount ordinary income that
would have been realized if the property had been sold (the sum
not to exceed twice the basis).
"""" -Description of Proposal

The proposal would expand the eligible uses of donated scientific
equipment under section 170(e)(4) to include design research. Thus,
an augmented deduction would be available for corporate contribu-
tions of scientific equipment constructed by the donor and used by
the donee for research or research training in the United States for
design research. For example, an augmented deduction would be
available to a corporation that donates computers constructed by
the corporation to a tax-exempt educational arts institution for use
in design research or training. S .

Effective Date

The proposal would be effective for contributions made after De-
cember 31, 1993. B .
2. Require Treasury to issue certificates evidencing obliga-

tions of the United States held by the Social Security
Trust Funds (H.R. 931) - ' o
: o " Present Law :

In general, section 201(d) of the Social Security Act requires the
Secretary of the Treasury to invest annual surpluses of the Social
Security Trust Funds in interest bearing obligations of the United
States government. Under current Treasury practice, these hold-

ings are recorded as entries on a ledger. No certificates are issued
to the Trust Funds evidencing these obligations.

Description of Prbposal

The bill (H.R. 931) would require the Secretary of the Treasury,
within 60 days of the date of enactment, to issue to the Social Se-
curity Trust Funds under the old-age, survivors, and disability in-
surance programs, certificates evidencing obligations of the United
States held by such Trust Funds.

Effective Date
The bill would be effective upon enactment.
3. Limit applicability of generation skipping transfer tax

Present Law

Under Code sections 2601 through.2663, a generation skipping
transfer tax (GST tax) is generally imposed on transfers, either di-
rectly or through a trust or similar arrangement, to a skip person
(i.e., a beneficiary in more than one generation below that of the
transferor). Transfers subject to the GST tax include direct skips,
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taxable terminations and taxable distributions. For this purpose, a
direct skip is any transfer subject to estate or gift tax of an interest
in property to a skip person (sec. 2612(c)(1)). A taxable termination
is a termination (by death, lapse of time, release of power, or other-
wise) of an interest in property held in trust unless, immediately
after such termination, a non-skip person has an interest in the -
property, or unless at no time after the termination may a distribu-
tion (including a distribution upon termination) be made from the
trust to a skip person (sec. 2612(a)). A taxable distribution is a dis-
tribution from a trust to a skip person (other than a taxable termi-
nation or a direct skip)(sec. 2612(b)). o L
A direct skip transfer to a transferor’s grandchild is not subject
to GST tax if the child of the transferor who was the grandchild’s
parent is deceased at the time of the transfer (sec. 2612(c)(2)). This
“predeceased parent exception” to the GST tax is not applicable to
(1) transfers to collateral heirs, e.g., grandnieces or grandnephews,
or (2) taxable terminations or taxable distributions. .

Description of Proposal

The proposal would apply the predeceased parent exception to
transfers to collateral heirs, and to taxable terminations and tax-
able distributions. Thus, for example, a transfer by a transferor to
his or her grandniece will not be subjeet to 38T 4ax.if the transfer-
or’s nephew or niece who was the grandniece’s parent is_deceased
at the time of the generation skipping transfer. Similarly, the pro-
posal would permit an exclusion from generation skipping tax
where the grantor established a trust which is to pay an annuity
to charity for a term of years (which would have the effect of redug-
ing Federal estate or gift taxes on the establishment of the trus
with the remainder to a grandnephew or grandniece whose parents
are deceased at the time the trust was created.

Effective Date

The proposal would be effective for géneration skipping transfers
made after date of enactment.




II. MISCELLANEOUS REVENUE-RAISING PROPOSALS
A. Alternative Minimum Tax k

1. Increase the alternative minimum tax class life for assets
used in the production of tobacco products

Present Law

A taxpayer is subject to an alternative minimum tax (AMT) to
the extent that the taxpayer’s tentative minimum tax exceeds the
taxpayer’s regular income tax liability. A taxpayer’s tentative mini-
mum tax is calculated by applying the AMT rate to the excess of
the taxpayer’s alternative minimum taxable income over an exemp-
tion amount. Alternative minimum taxable income (AMTI) is the
taxpayer’s taxable income increased by certain tax preferences and
modified by certain adjustments to negate the deferral of income
resulting from the regular tax treatment of those items.

One of the adjustments that is made to taxable income to arrive
at AMTI relates to depreciation. For AMT purposes, depreciation
on most personal property placed in service after 1993 is calculated
using the 150-percent declining balance method (switching to
straight line in the year necessary to maximize the deduction) over
the property’s class life.17 The class lives of property generally are
longer than the recovery periods allowed for regular tax purposes.

Assets used in the production of cigarettes, cigars, smoking and
chewing tobacco, snuff, and other tobacco products are depreciated
usin% the 200-percent declining balance method over 7 years for
regular tax purposes and the 150-percent declining balance method
over 15 years for AMT purposes. - o s e e e

Description of Proposal

The proposal would increase the AMT class life for assets used
in the production of cigarettes, cigars, smoking and chewing to-
bacco, snuff, and other tobacco products from 15 years to 30 years.
Alternatively, the proposal would increase the regular tax recovery
periods from 7 years to 15 years and/or require that such assets be
depreciated using the straight-line method for AMT or regular tax
purposes.

Effective Date

The proposal would be effective for property placed in service
after December 31, 1993. . ‘

17For property placed in service by a corporation after 1986 and before 1994, AMT deprecia-
tion is computed twice—once usin% e 150-percent declining balance method over the property’s
class life, and again (for the “ACE adjustment”) using the straight-line method over the class
life. The Omnibus Budget Reconciliation Act of 1993 repealed the ACE adjustment for property
placed in service after 1993. o o :

21
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2. Increase the alternative minimum tax class life for coal
mining equipment

Present Law

Assets used in coal mining are depreciated using the 200-percent
declining balance method over 7 years for regular tax purposes. For
AMT purposes, such assets are depreciated using the 150-percent
declining balance method over 10 years.

Description of Proposal

The proposal would increase the AMT class life for assets used
in coal mining from 10 years to a period of between 11 and 13
years.

Effective Date

The proposal would be effective for property placed in service
after December 31, 1993.

3. Increase the alternative minimum tax amortization pe-
riod for mining exploration and development costs in-
curred with respect to coal mining

Present Law

For regular tax purposes, individual taxpayers may deduct min-
ing exploration and development costs as a current expense. Cor-
porations, however, may deduct only 70 percent of mining explo-
ration and development costs as a current expense. The other 30
percent of such costs must be capitalized and amortized ratably
over a 60-month period. Alternatively, any taxpayer may elect to
capitalize all mining exploration and development costs and -amor-
tize them ratably over a 10-year period.

For AMT purposes, all mining exploration and development costs
of individual and corporate taxpayers must be capitalized and am-
ortized ratably over a 10-year period.

Description of Proposal

The proposal would increase the AMT amortization period for
mining exploration and development costs incurred with respect to
coal mining from 10 years to 20 years.

Effective Date

1The proposal would be effective for costs incurred after December
31, 1993.

B. Accounting

1. Modify definition of applicable high yield discount obliga-
tions

 Present liaw .

A taxpayer generally may deduct the amount of intj;eresf‘,jjaidr or
accrued within the taxable year on indebtedness issued by the tax-
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payer. Original issue discount (OID) is the excess of the stated re-
demption price at maturity over the issue price of a debt instru-
ment. The issuer of a debt instrument with OID generally accrues
and deducts, as interest, the discount over the life of the obligation,
even though the amount of the interest may not be paid until the
maturity of the instrument. .

Special rules apply to applicable high yield discount obligations.
A certain portion of the yield on an applicable high yield discount
obligation is treated as a dividend and is not deductible and an-
other portion is not deductible until paid. An applicable high yield
discount obligation is one that: (1) has a maturity date more than
five years from the date of issue; (2) has a yield to maturity at least
equal to the applicable Federal rate plus 5 percentage points; and
(3) has significant OID. An instrument has ‘significant OID if, for
any accrual period ending after the date five years after the date

of issue, the aggregate amount of interest to be taken into account

as income under the instrument exceeds the sum of the aggregate
amount of interest to be paid plus the product of the issue price

of the instrument and its yield to maturity. :
Description of Proposal

Under the proposal, an applicable high yield discount obligation
would be one that: (1) has a maturity date more than four years
(rather than five years) from the date of issuance; (2) has a yield
to maturity at least equal to the applicable Federal rate plus 5 per-
centage points; and (3) has significant OID. An instrument would
have significant OID if, for any accrual period ending after the date
four years (rather than five years) after the date of issue, the ag-
gregate amount of interest to be taken into account as income
under the instrument exceeds the sum of the aggregate amount of
interest to be paid plus the product of the issue price of the instru-
ment and its yield to maturity.

Effective Date

The proposal would be effective for obligations issued after the
date of enactment.

2. Modify treatment of organizational expenditures

Present Law

Organizational expenditures of a corporation must be capitalized
and, at the election of the corporation, may be amortized ratably
over a period not less than 60 months. Such amortization deduc-
tions are not allowed for purposes of the adjusted current earnings
adjustment of the corporate alternative minimum tax. “Organiza-
tional expenditures” means any expenditure that is incidental to
the creation of the corporation, is chargeable to capital account,
and is of a character which, if expended incidental to the creation
of a}tl f&moration having a limited life, would be amortizable over
such life.



24

v o “Description of Proposal :
. The proposal would lengthen the geribd‘ over which organiza-
tional expenditures may be amortized from 60 months to 14 (or
some rother period of) years.

Effective Date
The proposal would be effective for organizational expenditures
incurred after the date of enactment. o : e
3. Modify treatment of advertising expenditures
,  present Law
. A deduction is allowed for all ordinary and necessary business
expenses that are paid or incurred during a taxable year in carry-
ing on a trade or business. The cost of acquiring an asset having
a useful life that extends substantially-beyond -the taxable year
must be capitalized and recovered over time. Selling expenses, in-
cluding expenses relating to advertising and promoting a product,

generally are treated as ordinary and necessary business expenses
and, thus, are fully deductible in the year paid or incurred.

Description of Proposal

The proposal would rec}uire a taxpayer to capitalize and amortize
over a specified period of time a portion of its advertising costs. A
de minimis rule could exempt small firms (i.e., those with gross re-
ceipts under a certain threshold) or those firms that have a de
minimis amount of advertising costs. ' '

Effective Date

The proposal would be effective for costs incurred after the date
of enactment.

C. Financial Institutions

1. Require financial institutions to include in gross income
certain prepaid interest when received

Present Law

Treatment by lender

Original issue discount (OID) is the excess of the stated redemp-
tion price at maturity over the issue price of a debt instrument.
The holder of the debt instrument generally accrues and includes
in gross income the amount of the OID over the term of the loan-
on a yield-to-maturity basis. : ;

The gross income of an accrual basis taxpayer generally includes
prepayments for services to be rendered by the taxpayer.18-Simi-
larly, a savings and loan association was required to include in
gross income prepaid interest (“points”) it received from a borrower.
In this case, the points were paid from the separate funds of the

18Schlude v. Comﬁ., 372 U.S. 128 (1962). Cf. National IRS Notice 89-21, 1989-1 C.B. 651,
where lump-sum payments received under a notional principal contract are to be taken into ac-
count over the life of the contract.
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borrower and were not treated as OID on the loan.1? Thus, if the
tangg'er lends the points to the borrower as part of the overall
lending transaction, it is possible that the taxpayer may take the
position that the points are to be treated as OID (as thus includible
in gross income over the term of the loan) rather than prepaid in-
come (and thus includible in gross income when received. 20)

Treatment by borrower . ok

A cash basis taxpayer generally may deduct, when paid, points
paid with respect to any indebtedness incurred in connection with
the purchase or improvement of, and secured by, the principal resi-
dence of the taxpayer. .

.- Description of Proposal

The proposal would require a thrift institution to include in gross
income points received with respect to single family mortgages
when received. Alternatively, the proposal could be applied to

mortgage originators. _ 7 o
. - Effective Dafe_ ,

The proposal would apply to pomtS received after ‘the date
actment T o SPEY, 10 POINGR Iomes TR

2. Require thrift institutions to take net operating loss
carryovers into account for purposes of calculating bad
debt reserves under the percentage of income method

" Present Law

Thrift institutions may, in general, take a deduction for bad
debts equal to 8 percent of their taxable income in a particular
year. - . o O

Treasury regulations Frovide that taxable income must be re-
duced by net operating loss (NOL) carrybacks for purposes of cal-
culating the bad debt reserve deduction of thrift institutions (Treas.
reg. sec. 1.593-6A(b)(5)). The U.S. Tax Court h e regula-

tions on this point were invalid.2t T e

- Description of Proposal -

The proposal would codify that portion of the Treasury Regula-
tions that provides that taxable income be reduced by NOL
carrybacks for purposes of calculating the bad debt reserve deduc-
tionhof('1 thrift institutions under the percentage of taxable income

19 Bell Federal Savings and Loan Association v. Comm., 62 T.C.M. 376 (1991).

208ee Prop. Treas. Reg. sec. 1.1278-2(f)(2) that provides that the payment of points in a lend-
ing t'.crano?zi\)ctlon reduces the issue price of the debt instrument evidencing the loan and thus may
create X
_ 218See Pacific First Federal Savings Bank v. Comm., 94 T.C. 101, (1990); Peoples Federal Sav-
ings and Loan Association of Sidney v. Comm., 59 T.C.M. 85 (1990); Leader Federal Savings
and Loan Association v. Comm., 62 T.C.M. 201 (1991); Georgia Federal Bank, F.S.B. v. Comm.,
98 T.C. 105 (1992); Bell Federal Savings and Loan Association v. Comm,, 62 T.C.M, 367 (1991);
and First Federal Sav‘t;;lfs Bank of Washington v. Comm., 766 F. Supp. 897 (E. D. Wa. 1991).
However, the U:S. Court of Appeals for the Ninth and Sixth Circuits overruled such holdings.
Pacific First Federal Savings Bank v. Comm., 961 F.2d 800 (9th Cir.), ‘cert. denied, 113 S.Ct.
ggg ((61&920), aixgsf)eoples Federal Savings and Loan Association of Sidney v. Comm., 948 F.2d

ir. X

-

72-183 0 - 93 - 3
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Effective Date

The proposal would be effective for losses incurred in taxable
years ending after the date of enactment. No inference would be in-
tended as to the validity of the Treasury Regulation with respect
to losses incurred prior to the effective date of the proposal.

D. Cost Recovery

1. Require water utility property to be recovered over 25
years (HL.R. 846) : '

Present Law

The amount of the depreciation deduction allowed with respect
to any tangible property is determined under the Accelerated Cost
Recovery System (“ACRS”), as modified by the Tax Reform Act of
1986. Under ACRS, property is assigned a recovery period that
generally is based on the class life of the property under the asset
depreciation range (“ADR”) system in effect before 1981. Under
ACRS, recovery periods range from 3 to 50 years. The depreciation
method generally applicable to property with a recovery period of
15 or 20 years is the 150-percent declining balance method (switch-
ing to the straight-line method in the year that maximizes the de-
preciation deduction). The straight-line method applies to property
with a recovery period over 20 years. ’ -

Property used by a water utility in the gathering, treatment, and
commercial distribution of water has a recovery period of 20 years
and a class life of 50 years.22

Description of Proposal

H.R. 846 would provide that water utility property would have
a recovery period of 25 years and would be depreciated under the
straight-line method. For this purpose, “water utility property”
would mean property which is an integral part of the gathering,
treatment, or commercial distribution of water and which, without
regard to the bill,- would have had a recovery period of 20 years.
The bill would not change the class life for water utility property.23

Effective Date

The bill would be effective for property placed in service after the
date of enactment, other than property placed in service pursuant
to a binding contract in effect on such date and at all times there-
after before the property is placed in service.

22Rev. Proc, 87-56, 1987-2 C.B. 674." )

23H.R. 846 also would restore certain provisions that were repealed by the Tax Reform Act
of 1986 relating to the treatment of contributions in aid of construction for regulated utilities
that provide water or sewage disposal services. For a description of this provision of the bill,
see Joint Committee on Taxation, Description of Miscellaneous Tax Proposals (JCS-8-93), June
16, 1993, p. 2.
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2. Extend the recovery period applicable to assets used in
- printing and publishing : RTINS O

Present Law
' The amount of the depréciation deduction allowed with respect

to any tangible property is determined under the Accelerated Cost
Recovery System (“ACRS”), as modified by the Tax Reform Act of
1986. Under ACRS, property is assigned a recovery period that
generally is based on the class life of the property under the asset
dfgreciation range (“ADR”) system in effect before 1981, Under
ACRS, recovery periods range from 3 to 50 years. The depreciation
method generally applicable to property with a recovery period of
less than 15 years is the 200-percent declining balance method
(switching to the straight-line method in the year that maximizes
the depreciation deduction). ) -
Recovery periods of 7 years and class lives of 11 years are pro-
vided for assets used in: (1) printing by one or more processes, such
as letter-press, lithography, gravure, or screen; (2) the performance -
of services for the printing trade, such as bookbinding, typesetting,
engraving, photo-engraving, and electrotyping; and (3) the publica-
tion of newspapers, books, and periodicals.24 -

Description of Proposdl \

The proposal would extend the recovery periods applicable to as-
sets used in printing and publishing to 10 years. The proposal
would not change the class lives for such property.

N ~ Effective Date S ‘ ,
The proposal would be effective for property placed in service
after the date of enactment. L
E. Pass-Through Entities
1. Income tax treatment of estates that own interests in S
corporatipns or partnerships ' ‘

Present_ qu ,
S Corporations ) -

Under section 1366(a), each S corporation shareholder generally
must report his or her pro rata share of the S corporation’s items
of income, gain, loss, deduction and credit for the shareholder’s tax-
able year in which (or with which) the S corporation’s taxable year
ends. If, however, a shareholder of an S corporation dies before the
end of the taxable year of the S corporation, the deceased share-
holder must take into account his or her pro rata share of the cor-
poration’s items of income, gain, loss, deduction or credit in the
shareholder’s final taxable year, notwithstanding the fact that the
shareholder’s final taxable year terminated prior to the end of the
S corporation taxable year. No similar provision applies under
present law for including an estate’s pro rata share of the S cor-

24Rev, Proc. 87-56, 1987-2 C.B. 674.




28

poration’s items in the estate’s final taxable year where the estate
terminates before the end of the taxable year of the S corporation.

Partnerships

The taxable year of a partnership closes with respect to a partner
who “sells or exchanges” his or her entire partnership interest, or
whose entire partnership interest is liquidated (sec. 706(c)2)). The
taxable year of a partnership, however, generally does not close
upon the transfer by an estate of its entire Partnershi interest to
one or more beneficiaries.25 Thus, the estate’s share of items of in-
come, gain, loss, deduction and credit for the partnership year in
which the estate is terminated is taxed to the estate’s successor in
interest, rather than to the estate.26

Description of Proposal

The proposal would require an estate to include its pro rata
share of an S corporation’s items of income, gain, loss, deduction,
or credit for its final taxable year, if the estate terminates before
the end of the S corporation’s taxable year.

The proposal would also provide that the transfer of a partner-
ship interest from an estate is treated as a sale or exchange, for
purposes of determining whether the partnership taxable year
closes with respect to such estate.

For purposes of both of these rules, an estate would include a
bankruptcy estate.

Effective Date

The proposal would be effective for estates terminating, and
tragnsfers of partnership interests from estates, after December 31,
1993.

2. Repeal taxable income limitation on recognition of built-
in gains of S corporations

Present Law

A subchapter C corporation is subject to corporate-level tax on its
income; a subchapter S corporation generally is not. However, if a
C corporation elects to convert to S corporation status, corporate-
level tax is imposed on the net built-in gains recognized by the S
corporation in any taxable year beginning in the recognition period.
The recognition period generally is the 10-year period following the
conversion from C corporation to S corporation status. The net

26Treas. Reg. sec. 1.706-1(c)(3)(vi), example (3). Other types of transfers (e.g., gifts, transfers
to an estate (or other successor) upon death, and transfers to a trust) Tgenerally do not cause
the partnership year to close with res to the transferor (See, e.g., Treas. Reg. secs. 1.706-
1(eX3), (5).) The IRS, however, has ruled that the distribution of a partnership interest upon
the termination of a trust causes the partnership year to close with respect to the trust (Rev.
Rul. 72-352, 1972-2 C.B, 395). Also, the Secretary of the Treasury has been granted regulatory
authority to treat any distribution of a partnership interest as an “exchange” for purposes of
any. grovision of subchapter K, including section 706 (sec. 761(e)). )
26Section 651 of H.R. 13, the Tax Simplification Act of 1993 (introduced by House Ways and
Means Committee Chairman Rostenkowski on January 5, 1993), provides that the taxable year
of a partnership closes with respect to a partner whose entire interest in the partnership termi-
nates, whether by death, liquidation, or otherwise. The provision is not intended to change the
gresent—law treatment of a transfer of & partnership interest between a debtor and the debtor’s
ankruptcy estate.
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built-in gains of an S corporation generally are the gains (net of
any built-in losses) recognized by the S corporation through the dis-
position of assets that were held by the corporation when it was
a C corporation. : SR R B
...The amount of gain taken into account for purposes of imposing
the corporate-level tax is limited to the amount of net unrealized
built-in gain of the corporation as of the date of conversion. In ad-
dition, the amount of net recognized built-in gain taken into ac-
count for the year is limited to the amount of the S corporation’s
taxable income for the year (the “taxable income limitation”). In
the case of an S corporation electing such status on or after March
31, 1988, if any amount of gain is not taken into account b se
of the taxable income limitation, such amount is ca
recognized built-in gain to the next taxable year. =

© ~ DescriptionofProposal .
" The proposal would repeal the taxable income limitation applica-
ble to the corporate-level taxation of net recognized built-in gains
of S corporations. . , : s e

.. Effective Date, "

The prdposal would be effective for taxable years Beginning after
the date of enactment. = .
.. . F. Individ

1. Restrict Wd‘ed}'uctiogs relating to travel éxl"en's;eéki)di’_d o ; m— .
curred in connection with holding or managing real

1al Income Tax .

Present Law

In general, a taxpayer may deduct all ordinary and necessary ex-
penses paid or incurred during the taxable year (1) in carrying on
any trade or business and (2) in the case of an individual, for the
production of income. Such deductible expenses may include rea-
sonable travel expenses paid or incurred while away from home,
such as transportation costs and the cost of meals and lodging.” *
If a taxpayer travels to a destination and while at that destina-
tion engages in both business and personal activities, the taxpayer
may deduct travel expenses to and from the destination only if the
‘trip is related primarily to the taxpayer’s trade or business. If the
trip is primarily personal in nature, expenses incurred while at the
destination that are properly allocable to the taxpayer’s trade or
business are deductible even though the traveling expenses to and

from the destination are not ‘deductible (Treas. Reg. sec. 1.162-

2bX1).

escription of Proposal

. The proposal would deny a deduction for travel expenses paid or
“incurred with respect to holding or managing real property unless
‘the taxpayer’s principal trade or business is holding or managing
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ol Effective Date

. The proposal would ‘be effective for ‘amounts paid or incurred
after December 31, 1993. ' ST

2. Change the determination of the standard "mil}gage» rate

- for deductible automobile expenses ’
Present Law
- In general, automobile expenses are deductible if the automobile
is used (1) in carrying on any trade or business or (2) in the case
of an individual, for the production of income. Unreimbursed em-
ployee automobile expenses are deductible subject to the 2-percent
floor on miscellaneous itemized deductions. L
To compute the amount of deductible automobile expenses, tax-
payers generally have a choice of two methods. Under the actual
cost method, the deductible expenses equal the actual expenses
multiplied by the ratio of business miles driven to total miles driv-
en. Under the standard mileage method, the deductible expenses
equal the number of business miles driven multiplied by the stand-
ard mileage rate. For 1993, the standard mileage rate is 28 cents
?ﬁg mile. The standard mileage rate is determined annually by the
Description of Proposal
For the purpose of deductions for business use of an automobile,
the computation of the standard mileage rate would be altered.
While the methodology of the IRS calculation would not be altered,
a rounding convention would be implemented. Initially, the stand-
ard mileage rate for 1994 would be frozen at the 1993 level of 28
cents. In succeeding years, the IRS would calculate the standard
mileage rate and then round it down to the nearest whole cent. The
rounded rate would be used by taxpayers in computing their deduc-
tions under the standard mileage method. ’ ‘
. Effective Date

. The proposl woud b i for tiabl e Sginning afr

December 3,1, 1993' ' &) ISR Jay Am’ vy i ks s X EEE g e WY -
8. Limit the deduction for business transportation expenses
' with regard to travel beginning at the taxpayer’s home

Present Law |

* In general, a taxpayer may deduct all ordinary and necessary ex-
penses paid or incurred during the taxable year (1) in carrying on
any trade or business and (2) in the case of an individual, for the
production of income. Such deductible expenses may include rea-
sonable travel expenses paid or incurred while away from home,
such as transportation costs and the cost of meals and lodging. De-
ductible expenses may also include daily transportation expenses
paid or incurred in traveling between two specific business loca-
tions. Taxpayers may generally not deduct personal, living, or fam-
ily expenses, including commuting expenses. : ;
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Description of Proposal

'The proposal would restrict the present-law deduction for trans- . .

portation expenses paid or incurred in carrying on a trade or busi-
ness by permitting the deduction only to the extent that the dis-
tance traveled exceeds 10 miles, For example, if a taxpayer travels
15 miles away from home on a business trip, only one-third (= (15-
10)/15) of the otherwise allowable transportation expenses would be
deductible. The proposal would apply to all forms of transportation.

Effective Date

The proposal would be effective for expenses paid or incurred
after December 31, 1993.

4. Require taxpayers to include rental value of residence in
income without regard to period of rental

" Present Law

Gross income generally includes all income from whatever source

derived, including rents. Section 280A provides rules for determin-
ing deductibility of expenses attributable to rental property. Sec-
tion 280A(g) provides a de minimis exception to these rules where
a dwelling unit is used during the taxable year by the taxpayer as
a residence and such dwelling unit is actually rented for less than
15 days during the taxable year. In this case, the income from such
rental is not included in gross income and no expenses arising from
such rental use are allowed as a deduction. S '

Description of Proposal

The proposal would repeal the 15-day rule of section 280A(g).
Consequently, the taxpayer would be required to include in gross
income the rental income received with respect to the rental of the
residence without regard to the period of rental. The rules of sec-
tion 280A would be applied to determine deductibility of the ex-
penses attributable to the rental of such property.

. Effective Dg}tﬁe

The prolh)osal' would apijly to taxable yearsbegmmng after Il‘)re-
cember 31, 1993, ‘ e PRe e Gl

5. Reduce limit on deduction for wagering losses

 PresentLaw = i

In general, individuals may deduct losses from wagering trans-
actions, but only to the extent of gains from wagering transactions
in the same taxable year. Unless an individual is in the trade or
business of gambling, he or she must itemize deductions in order
to claim a deduction for wagering losses.27 The itemized deductions
for wagering losses are not subject to the 2-percent floor on mis-
cellaneous itemized deductions. : :

27Rev. Rul, 54-339, 1954-2 CB 89.

IERCEN S
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Description of Proposal

The.proYosal would reduce the limit on the deductible portion of
wagering losses under section 165(d) to 80 percent of the gains
from wagering transactions in that taxable year.

Effective Date X ,
The proposal would be effective for taxable years beginning after
December 31, 1993.

6. Deny business deduction for air travel expenditures in ex-
cess of coach fare

Present Law

In general, a taxpayer may deduct all ordinary and necessary ex-
penses paid or incurred during the taxable fyear (1) in carrying on
any trade or business and (2) in the case of an individual, for the
production of income. Such deductible expenses may include rea-
sonable travel expenses paid or incurred while away from home,
such as transportation costs and the cost of meals and lodging.

Description of Proposal

The proposal would deny taxpayers a deduction for the amount
paid for air transportation that exceeds “normal tourist class fare”.
Normal tourist class fare is defined as the lowest fare charged on
a regularly scheduled flight without regard to discounts available
to special groups or persons or under certain special conditions.

Effective Date

The proposal would be effective for amounts paid or incurred
gﬂzer the date of enactment for transportation beginning after such
ate.

7. Increase threshold for deduction of casualty losses from
$100 to $500

Present Law

Under Present Law, individuals who itemize deductions may de-
duct losses of property not connected with a trade or business or
a transaction entered into for profit if the loss arises from theft or
from fire, storm, shipwreck, or other casualty. Only the amount of
the loss in excess of $100 per casualty loss can be deducted. In ad-
dition, the casualty losses of a taxpayer for a taxable year (deter-
mined after application of the $100 threshold to each loss) may be
deducted only to the extent that the sum of such losses (net of cas-
ualty gains) exceeds 10 percent of the taxpayer’s adjusted gross in-
come (AGI).

Description of Proposal

The $100 threshold for deducting casualty losses would be in-
creased to $500. The $500 threshold would be indexed for inflation
(with rounding to the nearest $10) for taxable years beginning after
1994. As under Present Law, the amount of casualty losses above
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the threshold would be allowed as a deduction only to the extent
that their sum (net of casualty gains) exceeds 10 percent of the in-
dividual’'s AGI. L '
' Effective Date

The provision would be effective for taxable years beginning after

December 31, 1993.

- G. Natural Resources |

1. Impose excise tax on extraction of hard rock minerals

Present Law

Under Present Law, no federal tax i “fiﬁiﬁ;‘;@dsed solely on the ex-
traction of minerals from the ground. Federal income tax is im-
posed based on taxable income arising from the taxpayer’s oper-

ations, including mineral extraction operations. Severance (excise)

taxes on mineral extraction are imposed by various State and local
taxing authorities. ’

Description of f’}bj)&éal A

The proposal would impose a Federal excise tax on the extraction
of any hard rock mineral from deposits located in the United
States. The tax would be levied on the producer of the mineral (i.e.,
the holder of the economic interest with respect to the mineral).

The amount of the tax would be 12 percent of the removal price
of the hard rock mineral. Under the proposal, the term “removal
price” generally would mean the amount for which the mineral is
sold. In the case of sales between related persons, the removal
price would not be less than the constructive sales price used in
computing gross income from the property for purposes of deter-
mining percentage depletion. If a hard rock mineral is_removed

from the premises before it is sold, the removal price would be the

constructive sales price used in computing gross income from the
property for purposes of determining percentage depletion. If the
processing of any hard rock mineral begins before the mineral is
removed from the premises, the mineral is treated as removed from
the premises on the day such processing commences. ‘

- For purposes of the proposal, the term “hard-rock mineral”
means any mineral which is of a type the mining of which on Fed-
eral lands is subject to the Mining Law of 1872 (30 U.S.C. 22
et.seq.). Hardrock minerals include (but are not limited to) gold, sil-
ver, and copper. They do not include oil, gas, oil shale, iron ore, so-
called fertilizer minerals (such as phosphates), and common vari-
eties of sand, stone, gravel, pumice, and cinders. —~ =~ =~

Effective Date

The proposal would be effective for hard rock minerals extracted
after date of enactment. o s
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2. Increase the tariff on imported crude oil and refined pe-
troleum products , S

Present Law

The United States subjects imported crude oil and refined petro-
leum products to tariffs based upon the type of product imported.
For example, the tariff on light crude oil, distillate and residual
fuel oil (testing under 25 degrees API) is 5.25 cents per barrel; the
tariff on heavy crude oil, distillate and residual fuel oil (testing 25
degrees API or more) is 10.5 cents per barrel; the tariff on motor
fuels (including gasoline) is 52.5 cents per barrel; and the tariff on
kerosene and naphthas is 10.5 cents per barrel.

Description of Proposal

The proposal would increase the tariff on all types of impﬁi’ted
crude oil by 15 cents per barrel and increase the tariff on refined
petroleum products by 1 cent per gallon (i.e., 42 cents per barrel).

Effective Date _ _

The proposal would be effective for crude oil and refined petro-
llegugrg pro@ucts imported into the United Stateg after December 31,
o H. Foreign Tax Provisions
1. Source of income from certain sales of inventory property

... Present Law

The foreign tax credit may eliminate the U.S. tax on foreign
source income. That credit cannot reduce U.S. tax on U.S. source
income. To calculate the foreign tax credit, every item of gross in-
come is either assigned a domestic or foreign source or is divided
into domestic and foreign source portions.

Title passage source rule

In general, gross income derived from the sale of personal prop-
erty by U.S. residents is U.S. source (sec. 865). Income attributable
to the marketing of inventory property by U.S. residents, however,
has its source at the place of sale, generally being the place where
the seller’s right, title, and interest in the property passes to the
EUrchaser (the “title passage” rule). This title passage rule applies

oth to all income from the purchase and resale of inventory and
to the marketing portion of income from the production of inven-
tory property in the United States and marketing of that property
abroad. Moreover, this rule applies regardless of whether the sale
is to an unrelated purchaser or to a related person (for example,
a foreign corporate subsidiary) that resells the property to an unre-
lated purchaser.

Production/marketing split

Income derived from the manufacture of (froducts in the United
States and their sale elsewhere is treated as having a divided
source, which may be viewed as a division of the income between
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production and marketing activities. Under Treasury regulations,
50 percent of such income generally is apportioned on the basis of
the location of assets held or used to produce income from the sale
(in this case, typically the United States), and 50 percent of the in-
come is sourced on the basis of the place of sale (determined under
the title passage rule).28 Under certain circumstances, the division
of the income between production and marketing activities must be
made on the basis of an independent factory or production price,
rather than on a 50-50 basis, where a taxpayer sells part of its out-
put to wholly independent distributors or other selling concerns in
such a way as to establish fairly the indegendent factory or produc-
tion price unaffected by considerations of tax ;liabiliéy (Treas. Reg.
sec. 1.863-3(bX2), Examﬁ)le (1); Notice 89-10, 1989-1 C.B. 631).
Example 1.—As an illustration, assume that a U.S. corporation
manufactures in the United States a product that can be sold to
an unrelated foreign buyer at a price that generates $100 of gross
income. Assume that the U.S. corporation makes such a sale. (Such
a “direct” sale could result from marketing by a branch of the cor-
poration located in the foreign country. Or it could result from mar-
keting by a broker or other unrelated intermediary or agent operat-
ing abroad, or simply from marketing activities performed wholly
within the United States.) The corporation arranges its affairs so
that under Treas regulations, the product is treated as sold in
a lforﬁilgn country. No independent factory or preduction price is ap-
plicable. T
Under these assumptions, the corporation generally would be
permitted under current regulations to treat approximately $50 of
the gross income from the sale as foreign source gross income, and
the remainder as U.S. source gross income. Assume that the cor-
poration’s deductions allocable to this foreign source gross income
are much less than $50 and that no foreign income tax is imposed
on the corporation’s income from the sale. Using excess foreign tax
credits t%'enerat_:ed by its other foreign income, the corporation may
be entitled to exen;ftion from U.S. tax on up to $50 of the taxable
income from thissale. =~~~ T T
Example 2.—Assume the above facts except that there is an ap-
plicable independent factory or production price that applies to the
{)Jroduct pursuant to Notice 89-10. Assume that this price is $75.
nder this assumption, the U.S. corporation would be entitled to
exemption from U.S. tax on up to, at most, $25 of the taxable in-
come from this sale, ; 8t MOst, $<o Of the laxaple

Example 3.—Now assume that instead of selling directly to the
foreign purchaser, the U.S. corporation has a foreign corporate
sales subsidiary. The U.S. corporation sells the product to the sales
subsidiary, and the subsidiary sells the product to the purchaser
for $100. Assume that the arm’s length price of the I’roduct be-
tween the parent and subsidiary is $75. If no independent factory
or production ‘price is applicable, then $37.50 of the parent’s gross
income from the sale is U.S. source income. The other $37.50 of the

'28Treas, Reg. secs. 1.863-3(b)(1) and 1.8¢ pl e-
half of the taxpayer's gross income not sourced according to the place of sale is apportioned be-
tween U.S. and foreign sources on the basis of the fraction of the taxpayer's pri in the
_United Stamth:nd the fraction of its property in the foreign country held or used to produce
in 3 A N S ARPnE B e e A R P P TN S
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parent’s gross income is foreign source income and may be exempt
from tax by the use of excess foreign tax credits from other income.
The remaining $25 of income from the sale belongs to the foreign
subsidiary. Degending on the circumstances, this income may bear
no current U.S. tax, or may be subject to current U.S. tax under
subpart F as an amount of foreign source income of the parent
deemed distributed from the subsidiary. In either case, the $25
may be eligible for permanent exemption from U.S. tax due to for-
eign tax credits. Thus, a total of up to $62.50 of income from the
manufacture and sale of the product is eligible for potential U.S.
tax exemption. ' Lo
Example 4.—If in the above example there was also an applicable
independent factory price of $75, then all of the parent’s income
from its sale to the subsidiary would be U.S. source, and (as in the
case of the direct sale of the product using an independent factory

price of $75) only $25 of income from the manufacture and sale of

the product to an unrelated party would be eligible for partial or
total U.S. tax exemption through foreign tax credits. .

Sales through a Foreign Sales Corporation

As an alternative, in part, to the use of foreign tax credits to re-
duce or eliminate U.S. tax on income from export sales, U.S. tax
on such income may be reduced by selling to a foreign sales cor-
poration (FSC) that sells to unrelated buyers, or having a FSC act
as commission agent with respect to export sales. In this case, a
portion of the income from exports will be free of U.S. tax as “ex-
empt foreign trade income” of the FSC. Another portion will be
subject to tax at the FSC level with no foreign tax credit. The re-
maining portion is subject to tax in the hands of the manufacturer
or other supplier, with sourcing and foreign tax credit rules as de-
scribed above. However, the amount of the export income that may
be foreign source in the hands of a supplier related to the FSC is
limited to the amount that would have been foreign source had the
sale been made to or by a domestic international sales corporation
(DISC) (sec. 927(e)1)). Under current rules, the IRS does not con-
sider an independent factory or production price to be established,
and hence requires use of the 50-50 divided sourcing rule, in the
case of a manufacturer or producer that uses a FSC to sell inven-
tory (Notice 89-11, 1989-1 C.B. 632; Treas. Reg. sec. 1.861-8(g), Ex-
ample (23)). "

‘Example 5.—Assume a U.S. corporate manufacturer exports
through a wholly owned FSC and uses the combined taxable in-
come method to determine the income of the FSC. Assume com-
bined taxable income from exports is $100. Generally, $15 of the
.combined taxable incomeé is exempt from U.S. tax, and $8 is tax-
able to the FSC with no foreign tax credit. The remaining $77 is
potentially taxable in the hands of the U.S. corporation. Of this
amount, af)proximatel $25 may be foreign source and the rest (ap-
proximately $52) would be domestic source income. (The $25 figure
is arrived at by applying the 50-50 divided source rule to the
amount (approximately $50) that would have been income of the
manufacturer were the sale made to or by a DISC, using the DISC
combined taxable income pricing rule of section 994(a)2).) As this
example demonstrates, up to approximately 40 percent of the in-
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come' from exports may be exempted from U.S. tax through a com-
bination of the FSC-level exemption and the use of foreign tax
 credits at the related supplier level. T

o (Deécfiptiohpfp;.'o!pobal;
In general o i Aol Ao |

The proposal would-make two changes to the method by which
income from the sale of inventory property is sourced.2® First,
where the income is derived partly within and without the United
States, the amount apportioned to production activities under the
production/marketing split would be no less than the amount that
would be so allocated by applying the production/marketing split to
_ the relevant combined income of the taxpayer and any related per-
- son. Second, the proposal generally would treat as domestic source

income any gross income of a U.S. resident from the direct or indi-
rect sale of inventory property to another U.S. resident for use, con-
sumption, or disposition in the United States. . . . -

Apportionment of income between ‘production and marketmg

‘Under the proposal, if a taxpayer produces property and sells it
to a related person (within the meaning of section. 482), the portion
of the taxpayer’s income that is ‘allocated and apportioned to pro-
duction activities would be sourced according to the place where
~-the production activities occur. Moreover, that portion must equal
" “at least so much of its income as does not exceed the amount that
would be so apportioned under the 50-50 divided source rule if the

apportionment were based on the relevant combined income of the
taxpayer and any related person, If greater, the amount of the tax-
payer's income that is allocated and apportioned to production ac-
tivities is the amount so allocated and apportioned on a separate
company basis.
For example, assume that a U.S. company manufactures a prod-
uct in the United States and sells the product to its own controlled
foreign corporation which markets the 1;‘;roduct to unrelated per-
sons. Under the proposal, a portion of the U.S. company’s income
possibly may be sourced on the basis of the place of sale. However,
a portion of the U.S. company’s income must be treated as U.S.
source income on the basis of its production activities in the United
States. Moreover, if that portion is determined by applying a frac-
tion to gross income from production and marketing, then that
fraction must be applied to the combined income of the two entities
from production and marketing, as well as to the U.S. taxpayer’s
income. The portion of the income of the U.S. company from that
-sale apportioned to production activities is ‘determined on the basis
of the computation (combined or separate) that yields the greater
apportionment of income to production activities. In determining
_the source of the income apportioned to production activities, it is
intended that foreign assets or other attributes of the U.S. tax-
payer or the controlled foreign corporation would not be  taken into
account unless they are used for production activities by the U.S.
taxpayer, o ; B b £ e

20 This proposal is based on H.R. 5270 (102nd Cong., Sec. 203).
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Sales to U.S. persons for U.S. use e o
The proposal would expand the general residence-based sourcing
rule for sourcing sales of personal property. Under the proposal,
generally the place of sale abroad generally would remain deter-
minative of the source of income when inventory property sold
abroad is also used, consumed, or disposed of abroad. However,
where inventory property sold abroad is sold by a U.S. resident di-
rectly or indirectly to another U.S. resident, the property sold is
used, consumed, or disposed of in the United States, and the sale
is not attributable to an office or other fixed place of business
maintained by the first U.S. resident outside the United States, the
gross income of the first U.S. resident (or any related person) from
the sale would be sourced domestically. :
For example, under the proposal, a U.S. resident wholesaler
would derive U.S. source income from the sale of inventory goods
to a retailer for resale in the-United States, without regard to
where the title to the goods passes from the wholesaler to the re-
tailer.30 In addition, if such a sale is routed by the wholesaler
through its controlled foreign corporation, then the ‘subpart F in-
come of the wholesaler from the sale by the controlled foreign cor-
poration would also be U.S. source income. The same source rule
would apply under the proposal if the wholesaler routes it through
any other related person (e.g., a domestic sister corporation of the
wholesaler, or a controlled foreign corporation the voting stock of
which is owned by such a domestic sister corporation). In that case,
the related person’s income would be treated as U.S. source as well.

.+ Effective Date ‘ 4 o
T131e proposal would be effective for sales after December 81,
1993.

2. Increase tax on gross transportation income of foreign
persons o o
Present Law

In general, the United States taxes the worldwide income of U.S.
persons whether the income is derived from sources within or out-
side the United States. On the other hand, nonresident alien indi-

_viduals and foreign corporations generally are taxed by the United
States only on income effectively connected with a U.S. trade or
business (which is taxed on a net-income basis) and on their other
U.S. source income (which is taxed on a gross-income basis).

The Code sets forth special rules, applicable both to U.S. and for-
eign persons, for sourcing transportation income (sec. 863(c)). All
transportation income attributable to transportation which begins
and ends in the United States is considered U.S. source income
under these rules. In the case of income that is attributable to
transportation which begins in, and ends outside, the United
States, or alternatively begins outside, and ends in, the United
States, 50 percent is U.S. source, and 50 percent is foreign source.

80Cf. Liggett Group, Inc. v. Commissioner; 58 T.C.M. (CCH) 1167 (1990).
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Transi)lortatiqn income is any income derived from, or in connec-
tion with, (1) the use (or hiring or leasing for use) of a vessel or
aircraft, or (2) the performance of services directly related to the
use of a vessel or aircraft. For this purpose, the term “vessel or air-
craft” includes any container used in connection with a

The United States imposes a 4-percent tax on the gross U.S.
source transportation income of foreign persons. If a foreign person
is engaged in a trade or business in the United States and has
transportation income that is effectively connected with that trade
or business, the foreign person must, in lieu of paying the gross-
basis tax, file a U.S. tax return and pay tax on its net_effectively
connected income, For a foreign person’s transportation income
(other than leasing income) to be effectively connected with the
conduct of a U.S. trade or business, (1) the foreign person~must
provide regularly scheduled transportation into, out of, or within
the United States; (2) substantially all of the %erson’s U.S. source
gross transportation income must be attributable to the regularly
scheduled transportation; and (3) the foreign person must maintain
a fixed place of business in the United States through which it con-
ducts its U.S. transportation business. SR R

For purposes of the gross-basis tax, U.S. source gross transpor-
tation income generally does not include gross income derived by
a corporation organized in a foreign country from the international
operation of ships or aircraft if such foreign country grants an
equivalent tax exemption to transportation income earned by cor-
porations organized in the United States. It also does not include
any income taxable in a possession of the United States under the
provisions of the Internal Revenue Code as made applicable in such
possession. -

_ " Description of Proposal
The proposal would increase the rate of tax on the gross trans-

Y

portation income of foreign persons from 4 percent to 8 percent. -
| , Effective 'Date RG-S ,
The proposal would be effective after December 31, 1993.

3. Impose withholding tax on certain interest paid to fo relg'n
persons . 1 ;

Present Law

A 30-percent gross-basis withholding tax generally is imposed on
certain types of U.S. source income, including interest income, re-
ceived by foreign persons if the income is not effectively connected
with a U.S. trade or business. However, interest income is exempt
from U.S. tax if it (1) qualifies for a general exemption, added to
the Code in 1984, that applies to “portfolio interest,” (2) is paid on
a bank deposit, (3) constitutes short-term original issue discount,
or (43_§ualiﬁes for exemption under a U.S. tax treaty. o

Portfolio interest generally is defined as any U.S. source interest,
not effectively connected with the conduct of a U.S. business, (1) on
an obligation that “satisfies certain registration requirements or

lor
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specified exceptions thereto, and (2) that is not received by a direct
or indirect 10-percent shareholder of the issuer of the obligation.
Portfolio interest generally excludes interest received by a corpora-
tion that is a bank, on an extension of credit made pursuant to a
loan agreement entered into in the ordinary course of the bank’s
trade or business. , o
The estate of a nonresident decedent who was not a U.S. citizen
is subject to the U.S. estate tax. That tax is imposed on the portion
of the decedent’s gross estate which at the time of death is situated
in the United States. The Code provides that debt obligations, any
interest on which would qualify for the portfolio interest exemption
from U.S. income tax as described above if received by the decedent
at the time of death, generally are not considered property situated
within the United States, and thus are not subject to the estate
tax. ’ E ’

Description of Proposal

The proposal would repeal the income tax exemption for portfolio
interest and would repeal the estate tax exemption for obligations
that generate portfolio interest.

_ Effective Date

The proposal would apply to interest received after the date of
enactment of the proposal with respect to obligations issued after
such date. '

4. Change the foreign tax credit to a deduction
Present Law

The United States imposes income tax on the worldwide income
of U.S. persons. U.S. taxpayers generally deduct foreign and U.S.
State and local taxes in arriving at the taxable income to which the
appropriate Federal tax rate is applied. However, the Code permits
taxpayers with foreign source income to forego the deduction, and
instead take a tax credit, with respect to income taxes and certain
income-related taxes paid to foreign governments: the credit applies
to income taxes, war profits taxes, and excess profits taxes paid to
foreign governments, and to taxes paid to the government of a for-
eign country in lieu of income, war profits, and excess profits taxes
generally imposed by that government.31 The credits generally are
limited under formulas that take into account the U.S. income tax
that would be imposed on foreign source taxable income in the ab-
sence of credits or deductions for the taxes. Foreign taxes other
%anctléese income-related taxes generally are not creditable under

e Code. , . :

The United States also is obligated under tax treaties to allow
U.S. taxpayers credits for certain of the taxes imposed. by treaty
partners. S g I

81For purposes of this discussion’; the terms “foreign country,” “foreign government,” “foreign
source income,” and “foreign taxes” are used to refer to territories, governments, income, and
taxes outside those of the 50 States and the District of Columbia. For example, they refer to
the so-called “possessions” of the United States. : o
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Description of Proposal

The proposal would eliminate Federal income tax credits for for-
eign taxes (including taxes imposed by U.S. possessions). Foreign
taxes would continue to be deductible. The denial of credits would

be effective regardless of a treaty provision to the contrary.
Effective Date ‘

The proposal would be effective for taxes paid or accrued in tax-
able years beginning after date of enactment. Taxes paid by forei%n
corporations in pre-effective-date years would not be creditable by
U.S. persons who would (under the princigles of current law which
would be repealed under the proposal) be deemed to have paid.
those taxes upon receipt of dividends or other income inclusions in
post-effective-date years. o

" 5. Incréase excise tax on certain insurance premiums paid

Present Law

Under Present Law, an excise tax generally is imposed on each
policy of insurance, indemnity bond, annuity contract, or policy of
reinsurance issued by any foreign insurer or reinsurer to or for or
in the name of a domestic corporation or partnership or a U.S. resi-
dent individual with respect to risks wholly or artly within the
United States, or to or for or in the name of any oreign person en-
gaged in business within the United States with respect to risks
within the United States (sec. 4371). The tax does not ap, ly, how-
ever, to any amount effectively connected with the conduct of a
trade or business within the United States (unless such amount is
exempt from the net-basis U.S. tax under a treaty) (sec. 4373(1)).

The tax is imposed at the following rates: (1) 4 percent of the
premium paid on a casualty insurance policy or indemnity bond; (2)
1 percent of the premium paid on a policy of life, sickness, or acci-
dent insurance, or an annuity contract on the life or hazards to the

person of a U.S. citizen or resident; and (3) 1 percent of the pre-

mium paid on a policy of reinsurance covering any of the contracts
taxable under (1) or (2). ; \

The tax is waived in U.S. tax treaties with the United Kingdom,
France, Germany, Spain, Italy, Cyprus, India, and certain other
countries. These treaty waivers generally include an anti-conduit
rule denying the benefit of the exemption to premiums covering
risks that are reinsured with a foreign person not entitled to a
similar treaty exemption. Notably, however, .the UXK. treaty in-
cludes no anti-conduit rule. However, Present Law imposes a tax
on any insurance of a U.S, risk directly with a foreign insurer (not
subject to U.S. income tax), and an a ditional tax on any reinsur-
ance of the U.S. risk from that foreign insurer to another foreign
insurer. A policy of reinsurance issued by a foreign insurer covering
U.S. risks is subject to the tax imposed on reinsurance policies re-
gardless of whether the direct insurer is domestic or foreign.32

+7See Fov. Ful. 56.612, 1958-2 C.B, 850; see also American Bankers Insurance Co. of Florida
v. United States, 388 F.2d 304 (5th Cir. 1968). 4 o : '
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The Code itself (sec. 4373) igrovide:s exemptions from the tax in
the case of (1) any amount e ectively connected with the conduct
of a trade or business within the United States (unless such
amount is exempt from the net-basis U.S. tax under a treaty), or
(2) any indemnity bond regluired to be filed by any person to secure
* payment of any pension, allowance, allotment, relief, or insurance
y the United States, or to secure a duplicate for, or the payment
of, any bond, note, certificate of indebtedness, war-saving certifi-
cate, warrant, or check issued by the United States.
Section 4374 provides that the excise tax imposed by section
4371 shall be paid, on the basis of a return, by any person who
~makes, signs, issues, or sells any of the documents and instruments
subject to the taxes, or for whose use or benefit the same are made,
signed, issued, or sold. Thus, the liability for the tax falls Jjointly
on all the parties to the insurance or reinsurance transaction.
Under regulations, the tax must be remitted by the resident per-
son who actually pays the premium to a foreign insurer, reinsurer,
- or nonresident agent, solicitor or broker (Treas. Reg. sec. 46.4374-
1(a)). The Treasury has stated that where a treaty permits an ex-
emption from tax to the extent that the foreign insurer or reinsurer
does not reinsure the risks covered by the policy with a person that
- would not be entitled to an exemption from the tax on such policy,
- the person otherwise required to remit the tax may consider the
~ policy exempt only if, Ell‘llor to filing the return for the taxable pe-
riod, such person has knowledge that there was in effect for such
taxable period a certain type of closingragreement between the in-
surer or reinsurer and the IRS (Rev. Proc. 92-39, 1992-1 C.B. 860,
and Rev. Proc. 84-82, 1984-2 C.B. 779). Under the required closing
agreement, the foreign insurer or reinsurer makes a secured prom-
ise to aﬁ to the IRS any excise tax liability arising due to reinsur-
ance of the risk with a non-treaty-protected reinsurer.

o .. . Description of Proposal

The proposal would revise the excise tax imposed on insurance
‘premiums paid to foreign insurance companies by raising to 4 per-
cent the excise tax on certain premiums paid to foreign persons for
reinsurance covering casualty insurance and indemnity bonds. The

roposal would subject premiums to the increased excise tax unless
1) the premiums are paid to a foreign insurer or reinsurer that is
a resident of a foreign country, (2) the insurance income (including
investment income) relating to the policy of reinsurance is subject
to tax by a foreign country or countries at an effective rate that is
substantial in relation to the tax imposed under the Code on simi-
lar premiums received by U.S. reinsurers, and (3) the insured risk
is not reinsured (whether directly or through a series of trans-
actions or business relationships or practices having the same ef-
fect) by a resident of another foreign country who is not subject to
a substantial tax (as defined in condition (2)) on the income. In
cases where all three conditions are satisfied, the excise tax would
be imposed at the present-law rate of 1 percent. :

The proposal would authorize such collection' and enforcement
mechanisms (e.g., closing agreements) as the Treasury may specify
in order to ensure that any excise tax due on any reinsurance of
the U:S. risk is collected. Parties to covered reinsurance trans-
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actions would be required to comply with such specified mecha-
nisms in order to remain eligible for the present-law rate of 1 per-
cent.

Effective Date

The proposal would apply to premums paid after the date of en-
actment, but only to the extent that they are allocable to insurance
or reinsurance coverage for periods after December 31, 1993.
6. Tax certain foreign corporate dividends and deemed in-

‘come inclusions as unrelated business ble incom

Present Law

An organization that : l’l‘;{i'from tax by reason of section
501(a) of the Code (e.g., a public charity or a qualified pension
trust) is nonetheless subject to tax on its unrelated business tax-
able income (UBTI) (sec. 511). Unrelated business taxable i

generally excludes dividend income (sec. 512(b)(1)).
* Exceptions to this rule exist, however, in the case of certai
dends that are either business income of the recipient or dish
tions of business earnings on which the payor of the dividends
exempt from tax. For example, if a tax-exempt organization en-
‘gages in commercial-type insurance activities, such activities are
considered to be an unrelated trade or business and tax is com-
puted on income from the activity (including income from invest-
ment assets that _miiht otherwise generate tax-exempt income
under the unrelated business taxable income rules) under ‘sub-
chapter L (sec. 501(m)2)). As another example, a Domestic Inter-
national Sales Corporation (DISC) is a domestic corporation exempt

from U.S. income taxation by reason of section 991. Any dividend

g_aid or deemed paid by a DISC to an organization that is exempt
om tax under section 501(a) is treated as unrelated business tax-
able income (sec. 995(g)). Dl ‘
Although the Code 18 generally designed to impose only a single
corporate-level tax on corporate earnings, adividend paid by a for-
eign corporation to a U.S. corporation eligible for an indirect for-
eign tax credit on the dividend ma have been subject to foreign
tax at a rate lower than the full US. (34-percent) rate, and may
therefore be subject to additional U.S. tax in the hands of the cor-
porate shareholder. For example, if a gross dividend of $100 carries
a total foreign tax credit of $17 (representing either direct or indi-
rect foreign taxes, or both), the dividend represents a distribution
of earnings that were subject to foreign tax at less than the full
US. rate. If the recipient is a taxable U.S. person that is eligible
for the indirect foreign tax credit, $17 of net U.S. tax is imposed
on the recipient, representing the amount by which one full level
of U.S. corporate tax exceeds the foreign taxes that were . all
imposed. However, no similar U.S. tax is im osed on that amount
15f011;1(19) recipient is generally exempt from L .S. tax under section
a). y o D TR R s s B ,‘ o
The treatment of subpart F inclusions as unrelated business tax-
able income under Present Law is unclear. While temporary Treas-

ury regulations specifically provide that subpart F income attrib-

utable to tax-exempt bond interest will retain that character in the
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hands of a U.S. shareholder, a similar rule has not been provided
for treatment as unrelated business taxable income, :

Description of Proposal

The proposal would treat as unrelated business taxable income
certain distributions made by a foreign corporation to a tax-exempt
entity that is otherwise generally subject to taxation on income
from an unrelated business, and that owns sufficient stock in the
foreign corporation to be eligible for an indirect foreign tax credit
with respect to the dividend. Similarly, the proposal would treat as
unrelated business taxable income certain amounts that would be
included in the income of a tax-exempt entity (if the tax-exempt en-

ity were subject to tax) as a deemed distribution from a controlled
foreign corporation. . T

Under the proposal, distributions of earnings by a foreign cor-
poration would be treated as unrelated business taxable income in
the same proportion that the earnings and profits of the foreign
corporation would be treated as unrelated business taxable income
if received directly by the recipient tax-exempt entity. Income in-
clusions under subpart F would be treated as unrelated business
taxable income to the extent that the subpart F income of the con-
trolled foreign corporation would be treated as unrelated business
taxable income if received directly by the tax-exempt entity.

. , .. Effective Date

The proposal would be effective for distributions of earnings and
profits that are generated in taxable years of foreign' corporations
beginning after December 31, 1993, and for inclusions of income
under subpart F in respect of taxable years of foreign corporations
beginning after December 31, 1993, : L e

L. Excise Tax Provisions :
1. Increase excise tax on State-authorized wagers
. Present Law - T

An excise tax is imposed on the amount of certain wagers. The
rate of tax is 0.25 percent for any wager authorized under the law
of the State in which accepted and 2 percent for any other wager
(sec. 4401). o ‘ e e

Wagers subject to the excise tax are those.placed in a for-profit
lottery or those with respect to a sports event or contest that are
placed (1) with a person engaged in the business of accepting wa-
gers or (2) in a for-g;oﬁt wagering pool. The term “lottery” does not
include games in which usually wagers are ‘placed, winners are de-
termined, and prizes are distributed in the presence of all persons
placing waéer's or games conducted by organizations exempt from
tax under Code sections 501 or 521 if no part of the net roceeds
: gﬁ' t.l:le aglzstmes inures to the benefit of any private sharehol eror in-
- vidual. s CRnE ey DUELOLNLD R T igslull ECIDIRT. L2 LA N
* No excise tax is imposed on wagers placed in a wagering pool

e R

conducted by a parimutuel wagering enterprise licensed under
State law, in a coin-operated device, ‘or in a State-conducted lottery
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(but only if the wager is placed with the State agency conducting
the lottery). : . o e e

Descriptidn of Projzosa-l

The proposal would increase the rate of the excise tax on State{
authorized wagers from 0.25 percent to 1 p‘erc;gﬂt.’ T

Effective Date

The proposal would be effective for wagers pIaced after the date
of enactment. L R g ,

"
N

2. Impose 5-percen’t’ exclsé tax ‘.on’ purcﬁhases' from for'eigii
corporations failing to provide IRS with timely informa-
tion . R I

 Presemtlaw
Under sections 6038A (a) and (b) of the Internal Revenue Code,
any corporation (U.S. or foreign) that conducts a trade or business

in the United States and that is 25-percent owned by a foreign per-
son (“reporting corporation”) must furnish the IRS with such infor-

mation as the Secretary may prescribe regarding transactions with
certain foreign persons treated as related to the"yreﬁorting corpora-
tion. Under current regulations, the IRS re uires the annual filing
of an information return reporting all relates |-party transactions.

Failure to furnish the IRS with the relevant i ormation is sanc-
tioned by a monetary penalty of $10,000, and additional penalties
are imposed if the failure continues more than 90 days after the
IRS notifies the taxpayer of the failure (sec. 6038A(d)). The addi-
tional penalties are $10,000 for each 30-day period (or part thereof)
d1f11rintg which the failure continues after the 90th day after IRS no-
tification. B o

Description of Proposal

The proposal would impose a 5-percent excise tax on any pur-
chase by a U.S. corporation of tangible personal property from a
foreign person that is a foreign related party within the scope of
section 6038A. The U.S. purchaser would be exempt from the tax
if it files with its return a consent executed by the foreign person
to provide the information specified in section 6038A(b) in the time
and manner requested by the Secretary. ' - ‘

Effective Date

The proposal would be effective for taxable years with returns
due 90 days or later after the date of enactment. -

3. Increase excise tax on prohibited transactions ﬁu,nd,er sec-
tion 4975 to 10 percent

Present Law

~ Under ﬁréSent law, a 5-percent initial tax (“first-tier tax”) is im-
posed with respect to the amount involved in each prohibited trans-
action relating to a qualified pension plan (sec. 4975). The tax is
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imposed on any disqualified person who participates in the prohib-
ited transaction. If the prohibited transaction is not corrected with-
in a specified period of time, an additional 100-percent tax is im-
posed on the amount involved with respect to the transaction.

In general, a prohibited transaction refers to certain statutorily
proscribed activities between a qualified plan and a disqualified
person. Such activities include: (1) the direct or indirect sale or ex-
change, or leasing, of any property between a plan and a disquali-
fied person; (2) the lendi g of money or other extension of credit
between a plan and a disqualified person; (3) the furnishing of
goods, services, or facilities botween a plan and a disqualified per-
son; (4) the transfer to, or use by or for the benefit of, a disqualified
person of the income or assets of a plan; (5) an act by a disqualified
person who is a fiduciary whereby he or she deals with the income

or assets of a plan in his or her own interest or for his or her own
account; or (6) the receipt of any consideration for his or her own
personal account by any disqualified person who is a fiduciary from
any party dealing with the plan in connection with a transaction
involving the income or assets of the plan. Certain statutory ex-
emptions to the rules apply. In addition, the Secretary of Labor
may grant conditional or unconditional exemptions in appropriate
cases. A disqualified person includes plan fiduciaries and certain
other persons with a close relationship to the plan, such as the em-
ployer sponsoring the plan, persons providing services to the plan,
and persons related to such persons. -

Description of Proposal

The propdsal would increase the first-tier tax on prohibited
transactions from 5 percent to 10 percent.

Effective Date

The proposal would be effective with respect to prohibited trans-
actions taxes assessed after December 31, 1993.

4. Increase cigarette excise tax rate

Present Law

Present law imposes an excise tax of $12 per thousand (24 cents
per pack of 20) on small cigarettes, which are defined as cigarettes
weighing no more than 3 pounds per thousand. Large cigarettes
are subject to a tax of £25.20 per- thousand. Most cigarettes
‘consumed in the United States are small cigarettes.

The cifgarette excise tax is imposed on the manufacture or impor-
tation of cigarettes. For excise tax purposes, there is no domestic
tobacco content requirement, or tax rate differential, for domesti-
cally produced cigarettes.

Description of Proposal

The present excise tax rate on small cigarettes would be in-
creased by 0.6 cent per pack of 20 cigarettes (i.e., to 24.6 cents per
pack). Proportionate increases would be provided in the tax rate on
large cigarettes. ‘ :
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Effective Date
The proposal would be effective on January 1, 1994.

5. Extend 3-percent communications excise tax to cable tele-
vision ‘ ' '

Present Law

A 3-percent Federal excise tax is imposed on amounts paid for
local and toll (long-distance) telephone service and teletypewriter
exchange service. The tax is collected by the service providers from
their customers.

Exemptions from the telephone excise tax are provided for inter-
national organizations, the American Red Cross, servicemen in
combat zones, nonprofit hospitals and educational organizations,
State and local governments, and certain communications services
furnished to news services for use in collection or dissemination of -
news services (except local telephone service to news services).
Other exemptions include amounts paid for installation charges, '
certain calls from coin-operated telephones, and private commu-
nications systems (e.g., certain dedicated lines leased to a single
business user). , '

Description of Proposal'

The proposal would extend the present-law 3-percent commu-
nications excise tax to amounts paid for cable television service.

Effective Date

The proposal would be effective for service provided after Decem-
ber 31, 1993.

6. Repeal exemption from telephone excise tax for certain
news services ‘ B

Present Law

A 3-percent Federal excise tax is imposed on amounts paid for
local and toll (long distance) telephone service, and on teletype-
writer exchange service. The tax is collected by service providers
from their customers. ; o

Exemptions from the telephone excise tax are provided for inter-
national organizations, the American Red Cross, servicemen in
combat zones, nonprofit hospitals and educational organizations,
State and local governments, and certain communications services
furnished to news services for use in collection or dissemination of
news services (except local telephone service to news ‘services).33
Other exemptions include amounts paid for installation charges,
certain calls from coin-operated telephones, and private commu-
pications systems (e.g., certain dedicated lines leased to a single
business user).

33 More s?ciﬁcally, the Code provides an exception for “services used in the collection of news
for the public press, or a news ticker service furnishing a general news service similar t that
of the public press, or radio broadcasting, or in the dissemination of news through the public
press. . . ." (sec. 4263(b)). Bengietnrinsanbi et ARt
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Description of Proposal

The exemption for news services from the telephone excise tax
would be repealed.

Effective Date

- The proposal would be effective for services provided after De-
cember 31, 1993.

7. Impose excise tax on carbon dioxide séld by ethahol pro-
ducers o
Present Law

Under present law, income tax credits and excise tax exemptions
are available for ethanol that is used as a fuel, or mixed with fuel
in a mixture used as fuel. An additional income tax credit is al-
lowed for ethanol that is produced by certain small ethanol produc-
ers. Carbon dioxide, which is a natural byproduct when ethanol is
produced, is neither eligible for a credit nor subject to a tax.

Description of Proposal

The proposal would impose a tax of $15 per ton on sales of car-
bon dioxide by ethanol producers. . »

Effective Date . ‘
9T}11é proposal would be effective for sales on or after January 1,
1994.

8. Increase heavy truck excise tax rate

Present Law

A 12-percent excise tax is imposed on the first retail sale of
trucks (including tractors and trailers) having a gross vehicle
weight of more than 33,000 pounds. The tax is scheduled to expire
after September 30, 1999,

Revenues from the heavy truck excise tax are deposited in the
Highway Trust Fund. » » o

Désériptié;i of Proposal

‘The heavy truck excise tax rate would be increased by 0.1"'per-
centage points, to 12.1 percent. ) _ ‘

" Effective Date
The proposal would be effective on January 1, 1994, V
9. Add additional chemicals to the list of taxed chemicals
‘under the excise tax on ozone-depleting chemicals ‘
Present Law

An excise tax is imposed on certain ozone-depleting chemicals.’
The amount of tax %enerally is determined by multiplying the base
tax amount applicable for the calendar year by an ozone-depleting
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factor assigned to each chemical. Certain chemicals are subject to
reduced rate of tax. S
The base tax amount is $3.35 per pound in 1993, $4.35 per
_pound in 1994, and $5.35 per pound in 1995. For years after 1995,
the base tax amount will increase by 45 cents per pound per year.
Taxed chemicals include: CFC-11; CFC-12; CFC-113; CFC-114;
CFC-115; CFC-13; CFC-111; CFC-112; CFC-211; CFC-212; CFC-
213; CFC-214; CFC-215; CFC-216; CFC-217,; Halon-1211; Halon-

1301; Halon-2402; carbon tetrachloride; and methyl chloroform. ..

"A reduced rate of tax is provided for chemicals used as propel-
lants for metered dose inhalers. Reduced rates of tax are

or che ; used in T nin ion, chemicals used

as medical sterilants, the halons, and methyl chloroform. '

] dos . Reduced rates of t: provided
in 1993 for chemicals used in rigid foam insulation, ¢
SR Desc;ription of“Prop’o’sa{__ )

The proposal would add to the present-law list of taxed chemicals
methyl bromide, the HCFCs (hydrochlorofluorocarbons or halo-
genated CFCs) identified in the Copenhagen amendments to the

Montreal Protocol for phaseout by the year 2030, and -HBFCs

(hydrobromofluorocarbons) identified in the Copenhagen amend-

ments to the Montreal Protocol f,(vxr’bhé“éééht by the year 1996.

Effective Date o

The proposal would be effective forchemlcals soldorused after o
December 31, 1993. A floor stocks tax would be imposed on taxed
chemicals held on the effective date. L ~ o

| o 'J.”Ta'ix[-Eiei.hpt Entities o

- 1. Deny tax-exempt-status to social clubs that discriminate
on the basis of gender and strengthen rules prohibiting
discrimination by social clubs

Present Law
Exempt status for social clubs

 Clubs organized for pleasure, recreation, and other nonprofitable
purposes generally are exempt from Federal income tax so long as
substantially all of their activities are for such purposes and no
part of their net earnings inures to the benefit of any private
shareholder (sec. 501(c)(7)). However, such organizations are not
exempt for any year that the charter, by-laws, or other governing
. _instrument of the organization or any written policy statement of
the organization contains a provision that provides for discrimina-
tion against any person on the basis of race, color, or religion (sec.
501(i)). This prohibition does not apply to discrimination on the
basis of religion by an auxiliary of certain fraternal beneficiary so-
cieties that limit their memberships to members of a particular re-
ligion or by a club that in good faith limits its membership to mem-
bers of a particular religion in order to further the teachings of
that religion and not to exclude individuals of a particular race or
color (sec. 501(i)). ' o o
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Preferential tax treatment of tickets to charitable sports
events . :

A deduction under section 162 for a ticket at an activity or facil-
ity that is of a type generally considered to constitute entertain-
ment, amusement, or recreation is allowed only for 50 percent of
the lesser of the ticket’s purchase price or its face value (secs.
274(1X1) and (n)). This limitation does not apply, however, to sports
events that utilize volunteers for substantially all of the work in
carrying out the event and are organized for the primary purpose
of benefiting a tax-exempt charitable organization to which all of
the net proceeds from the event are contributed (secs. 274(0)1)B)
and (n)(2)(C)). Tickets purchased for such charitable sports events
(and related services) are fully deductible—provided other rules of
section 162 and substantiation requirements are met—even if the
purchase price exceeds the face value of such tickets (sec. 2741)(1)).

Description of Pfopoqal

The proposal 3¢ would add discrimination based on gender to the
types of prohibited discrimination that cause a social club to lose
its tax-exempt status. In addition, the proposal would amend sec-
tion 501(i) to provide that, even if the governing instruments or
written policy statements of a social club do not expressly provide
for discrimination on the basis of race, color, gender, or religion,
the social club nonetheless will lose its tax-exempt status if, at any
time during the taxable year or a prior taxable year, there has
been a final determination by an appropriate government agency or
court that the social club so discriminated against any person.35

The proposal also would deny the present-law preferential tax
treatment (i.e., a trade or business deduction of 100 percent of the
full purchase price) for tickets to certain charitable sports events
(and for related services) if the event is held at a club or facility
that discriminates based on race, color, gender, or religion (within
. the meaning of section 501(i)).36

Effective Date

__ The proposal would be effective for taxable years beginning after
the date of enactment.

34The proposal originally was introduced as a separate bill, H.R. 188 (102nd Cong.), by Mr.
Rangel on January 8, 1991, .

38 Under the proposal, a final determination of prohibited discrimination will not be taken into
account if it is established to the satisfaction of the Secretary of the Treasury that the organiza-
tion no longer engages in discrimination of the type involved in such determination. ,

36Under the proposal, the preferential tax treatment for tickets to certain charitable sports
events would be denied if the event were held at a taxable club that could be denied tax-exempt
status by reason of section 501(i). The proposal would not alter the present-law limited exception
that allows tax-exempt status for organizations that discriminate on the basis of religion in case
of (a) certain fraternal beneficiary societies that limit their membership to members of a particu-
lar religion, or (b) clubs that in good faith limit their membership to members of a particular
religion in order to further the teachings or principles of that religion and not to exclude individ-
uals of a particular race or color,
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2. Tax investment income of all political organizations at
highest corporate rate -~ [ S

Present Law

Political organizations generally are exempt from Federal income
tax on amounts received as contributions, membership dues, or pro-
ceeds from political fundraising events (sec. 527). For this purpose,
a “political-organization” means a party, committee, association,
fund, or other organization “(whether or not incorporated), orga-’
nized and operated primarily for the purpose of directly or indi-
rectly accepting contributions or making expenditures (or both) in
an attempt to influence the selection, nomination, election, or ap-
pointment of any individual to any Federal, State, or local public
office or an office in a political organization. :

Despite their general tax-exempt status, most political organiza-
tions are subject to tax on their investment income at the highest
marginal corporate tax rate. However, under a special rule con-
tained in section 527(h), the investment income of principal cam-
paign committees of congressional candidates is subject to tax at
graduated corporate rates.37 This stpecial rule does not apply to
campaign committees of candidates for State or local office, the in-
vestment income of which is subject to Federal income tax at the
highest marginal corporate tax rate. ‘ :

Description of Proposal

The proposal would-repeal the-special rule contained in_section
527(h) that taxes at graduated corporate tax rates the investment
income of principal campaign ‘committees of congressional can-
didates. Thus, the investment income of all political organizations

would be subject to tax at the highest marginal corporate tax rate.
Effective Date -
The proposal would apply to taxable years beginning after the
date of enactment.

3. Impose 30-percent excise tax on jdbbyin’g”ékﬁéﬁa'itﬁ'i‘és of
tax-exempt organizations : , SR

- Present Law

Non-charitablé' tax-exempt orga L zzatwnsﬂ

Most tax-exempt organizations other than charitable organiza-
tions (e.g., social welfare organizations and trade associations) may
engage in unlimited lobbmteﬁ'orts, provided the lobbying furthers
the organization’s tax-exemp - purpose, without jeopardizing their—
tax-exempt status. Nonetheless, under provisions contained in the
Omnibus Budget Reconciliation Act of 1993 (described below), the
portion of dues (or other similar payments) made to a tax-exempt
organization other than a charity that is attributable to lobbying

may not be deducted by the payor as a trade or business expense,

. 8; élgim special rule for principal campaign committees of congressional candidates was eénacted
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unless the organization elects to itself pay a 35-percent proxy tax
on its lobbying expenditures (Sec. 6033(e)2)).

Limitations on public charities

A charitable organization otherwise described in section 501(c)(3)
is not entitled to tax-exempt status under that section if a substan-
tial part of its activities is “carrying on propaganda, or otherwise
attempting, to influence legislation.” There is no statutory defini-
tion under section 501(c)3) of “propaganda, or otherwise attempt-
ing, to influence legislation,” but Treasury regulations provide that
an organization will be regarded as “attempting to influence legis-
lation” if it (1) contacts, or urges the public to contact, members of
a legislative body for the purpose of proposing, supporting, or op-
posing legislation; or (2) advocates the adoption or rejection of leg-
islation (meaning action by Congress or another legislative body)
(Treas. Reg. sec. 1.501(c)(3)~1(c)(3)). Conducting nonpartisan re-
search is not considered lobbying for purposes of the section
501(cX3) restriction, nor is seeking to protect the organization’s
own existence (the so-called “self-defense” exception) or responding
to a governmental request for testimony.38

An organization will not fail to meet the requirements of section
501(c)(3) merely because it advocates, as an insubstantial part of
its activities, the adoption or rejection of legislation. Id. Similarly,
a public charity making the 501(h) election may incur lobbying ex-
penditures in an amount determined in accordance with a numeric
formula set forth in section 501(h) without jeopardizing its tax-ex-
empt status. Section 501(h) defines “lobbying expenditures” as “ex-
penditures for the purpose of influencing legislation (as defined in
selction 4911(d)).” Section 4911(d) defines the term “influencing leg-
islation” as—

(A) any attempt to influence any legislation through an
attempt to affect the opinions of the general public or any
segment thereof, and

(B) any attempt to influence any legislation through
communication with any member or employee of a legisla-
tive body, or with any government official or employee who
may participate in the formulation of the legislation.

However, section 4911(d)(2) specifically excludes from the definition
of “influencing legislation” the following activities:

(A) making available the results of nonpartisan analysis,
study, or research;

(B) providing of technical advice or assistance (where
such advice would otherwise constitute the influencing of
legislation) to a governmental body or to a committee or
other subdivision thereof in {response to a written request
by such body or subdivision, as the case may be;

(C) appearances before, or communications to, any legis-
lative body with respect to a possible decision of such body
which might affect the existence of the organization, its

33See Rev. Rul. 64-195, 1964-2 C.B. 138; Rev. Rul. 70-79, 1970-1 C.B. 127; Rev. Rul. 70-
449, 1970-2 C.B. 111; Slee v. Comm’r, 42 F.2d 184 (2d Cir. 1930),
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powers and duties, tax-exempt status, or the deduction o
contributions to the organization;

(D) communications_between

communicati the organization and its
bona fide members with respect to legislation or proposed
legislation of direct interest to the organization and such
members, other than communications . . . [which directly .
encourage members to co A;ﬁggt_w}eiilslative body in an at-
tempt to influence legislation, or which directly encourage
members to urge persons other than members to attempt
to affect the opinions of the general public or to contact a_

legislative body in an attempt to influence legislation]; and .
~ (E) any communication with a government official or em-
ployee, other than _ =~ v
(i) a communication with a member or employee of .
a legislative body (where such communication would
- otherwise constitute i:he_iﬁx1ﬂ].1en<:inagl of legislation), or
(ii) a communication the principal purpose of which
is to influence legislation, 7 oo
The limitations on lobbying activities of public charities apply to’
attempts to influence the actions of Congress, as well as State and
local legislative bodies (Treas. Reg. sec, 1.501(c)(3)-1(c)3)), but the
limitations do not apply to-attempts to influence the actions of Fed-
eral, State, or local executive, ] dicial, or administrative bodies
(Treas. Reg. sec. 56.4911—2(d)(3);. Moreover, Treasury regulations

provide that “administrative bodies” include school boards, housing
authorities, sewer and w. :

gimilar Federal, State, or local special-purpose bodies, whether
elective or appointive (Treas. Reg. sec. 56"-491_1_-‘2(d)’(4)>):‘ .

Limitdtion,s on private foundations SRR L
Private foundations (as distinguished from public charities) gen-

erally are subject to penalty excise taxes under section 4945 if they
erﬁa%e in any direct or grass roots lobbying, even if not substan-
tial. For purposes of section 4945, lobbying 1s defined in a manner
similar to the definition under section 4911(d). Specifically, the sec-
tion 4945 penaltiy excise taxes do not apply to nonpartisan analysis,
the provision of technical advice to-a governmental body in re-
sponse to a written request, or lobbying before a legislative body
with respect to a possible decision of such body which might affect
the existence of the private foundation, its powers and uties, its
tax-exempt status, or the deduction of contributions to such founda-
tion (sec. 4945(e)).

. Disallowance of lobbying expenses as a trade or business ex-
\ pense : o "

The Omnibus Budget Reconciliation Act of 1993 (“1993 Act”)

amended section 162(e) to provide that (except for up to $2,000 of

in-house expenses) taxpayers may not deduct as a business expense

“.amounts incurred in an attempt to influence Federal or State (but

“zoning boards, and other

not local) legislation through communication with members or em- - ;

playees of legislative bodies or other government officials who may

. participate in the formulation of legislation. The Act also disallows. R

_a deduction for costs of contacting certain high-ranking Federal ex-
ecutive br

ch officials in an attempt to influence their ofﬁcig} ac-
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tions or positions.39 In contrast to the rules governing lobbying by
charities, exceptions are not provided for nonpartisan analysis, pro-
viding technical advice in response to a written request from a gov-
ernmental body, or “self-defense” lobbying.

The 1993 Act also contains a flow-through rule to disallow a
business deduction for a portion of membership dues paid to a
trade organization or other non-charitable organization that en-
gages in lobbying, unless the organization elects to pay a 35-per-
cent proxy tax on its lobbying expenditures. However, flow-through
information disclosure by a noncharitable organization to its mem-
bers is not required, if the organization establishes to the satisfac-
tion of the Secretary that substantially all of the dues (or similar
payments) paid by persons to the organization are not deductible
(without regard to the lobbying disallowance rule). The Act’s flow-
through information disclosure requirement does not apply to char-
ities, but an anti-abuse rule provides that a charitable deduction is
denied under section 170 if (1) a charity conducts lobbying on mat-
ters of direct financial interest to the donor’s trade or business, and
(2) a principal purpose of the contribution was to avoid Federal in-
come tax by securing a deduction for lobbying activities that would
be disallowed if the donor conducted such activities directly.

Description of Proposal o

The proposal would impose a 30-percent excise tax on the lobby-
ing expenditures (defined under sec. 162(e)) incurred by tax-exempt
organizations. Thus, in the case of a tax-exempt charity that con-
ducts “lobbying” as defined in section 162(e) (that is, no exception
is provided for non-partisan analysis, technical advice provided in
response to a written request from a governmental body, or so-
called “self-defense” lobbying), the charity would be subject to a 30-
percent excise tax on its lobbying expenditures, even if such ex-
penditures do not constitute lobbying expenditures for purposes of
determining whether the charity is entitled to tax-exempt status
under section 501(c)3).

The proposal would not apply to lobbying expenditures to the ex-
tent that a tax-exempt organization (e.g., a trade association) pays
a proxy tax on its lobbying expenditures under the 1993 Act or pen-
alty excise taxes are imposed on a private foundation with respect
to such lobbying expenditures under present-law section 4945.

Effective Date

The proposal would apply to lobbying activities conducted after
December 31, 1993. ; o

39“Covered executive branch officials” under the 1993 Act include the following Federal offi-
cials: (1) the President; (2) the Vice President; (3) an individual serving in-a position of level
I of the Executive Schedule, 5 U.S.C. sec. 5812, (e.g., a Cabinet member) or any other individual
designated by the President as having Cabinet-level status; (4) any immediate deputy of an indi-
vidual listed in (3) above; (5) the two most senior-level officers of each agency within the Execu-
tive Office of the President; and (6) any other officer or employee of the White House Office of
the Executive Office of the President. :
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4. Extend limitations on lobbying activities of charitable or-
ganizations to attempts to influence actions of adminis-
_ . trative agencies . . ‘ T S St e

PresentLaw R
Limitations on public charities

A charitable organization otherwise described in section 501(c)(3)
is not entitled to tax-exempt status under that section if a substan-
‘tial part of its activities is “carrying on propaganda, or otherwise
attempting, to influence legislation.” There is no statutory defini-
‘tion under section 501(c)(3) of “propaganda, or otherwise attempt-
ing, to ix;:ﬂuence"législation,’v’ but Treasury regulations provide that
an organization will be tegarded as “attempting to influence legis-
lation” if it (1) contacts, or urges the public to contact, members of
a legislative body for the purpose of proposing, supporting, or op-
posing legislation; or (2) advocates the adoption or rejection of leg-
islation (meaning action by Congress or another legislative body)
(Treas. Reg. sec. 1.501(c)(3)-1(c)(3)). Conducting nonpartisan re-
gearch is not considered lobbying for purposes of the section
50¥(c)3) restriction, nor is seeking to protect the organization’s
own existence (the so-called “self-defense” exception) or responding
to/ a governmental request for testimony.40 =

An organization will not fail to meet the requirements of section

01(c)(3) merely because it advocates, as’ an insubstantial part of
/its activities, the adoption or rejection of legislation. Id. Similarly,
/ a public charity making the 501(h) election may incur lobbying ex-
/ penditures in an amount determined in accordance with a _numeric

/ formula set forth in section 501(h) without jeopardizing its tax-ex-

/ empt status. Section 501(h) defines “lobbying expenditures” as “ex-
/  penditures for the purposeé of influencing legislation (as defined in
/ selction 4911(d)).” Section 4911(d) defines the term “influencing leg-

is ation” as— L ; T

(A) any attempt to influence any legislation through an
attempt to affect the opinions of the general public or any =~
segment thereof, and o o S

(B) any attempt to influence any legislation through
communication with any member or employee of a legisla--
tive body, or with any government official or employee who
may participate in the formulation of the legislation. -

However, section 4911(d)(2) specifically excludesfromtherdéfin tlon
of “influencing legislation” the following activities: o )

~ . (A) making available the results of nonpartisan analysis, ~
study, or research; S
(B) providing of technical advice or assistance (where
such advice would otherwise constitute the influencing of
legislation) to a governmental body or to a committee or. -
" other subdivision thereof in response to a written request
by such body or subdivision, as the case may be; o

“40See Rev. Rul, 64-196, 1964-2 C.B. 138; Rev. Rul. 70-79; 1970-1 C.B. 127; Rev. Rul.
1970-2 C.B. 111; Slee v. Comm'r, 42 F.2d 184 (2d Cir. 1930). - w T b
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. (C) appearances before, or communications to, any legis-
lative body with respect to a possible decision of such body
which might affect the existence of the organization, its
powers and duties, tax-exempt status, or the deduction of
contributions to the organization;

(D) communications between the organization and its
bona fide members with respect to legislation or proposed
legislation of direct interest to the organization and such
members, other than communications . . . [which directly
encourage members to contact a legislative body in an at-
tempt to influence legislation, or which directly encourage
members to urge persons other than members to attempt
to affect the opinions of the general public or to contact a
legislative body in an attempt to influence legislation]; and

E) any communication with a government official or em-
ployee, other than

(i) a communication with a member or employee of
a legislative body (where such communication would
otherwise constitute the influencing of legislation), or

(ii) a communication the principal purpose of which
is to influence legislation.

The present-law limitations on lobbying activities of tax-exempt
charities apply to attempts to influence the actions ‘of Congress, as
well as State and local legislative bodies (Treas. Reg. sec,
1.501(c)(3)-1(cX3)), but the limitations do not apply to attempts to
influence the actions of Feder: , State, or local executive, ju icial,
or administrative bodies (Treas. Reg. sec. 56.4911-2(d)(3)5]. More-
over, Treasury regulations provide that “administrative bodies” in-
clude school boards, housing authorities, sewer and water districts,
zoning boards, and other similar Federal, State, or local special-

~ ggﬁozs(ed)ba)i)ies, whether elective or appointive (Treas. Reg. sec. 56-

Limitations on private foundations

Private foundations (as distinguished from public charities) gen-
erally are subject to penalty excise taxes under section 4945 if they
elﬁa%e in any direct or grass roots lobbying, even if not substan-
tial. For purposes of section 4945, lobbying is defined in a manner
~similar to the definition under section 4911(d). Specifically, the sec-
tion 4945 penalty excise taxes do not apply to nonpartisan analysis,
the provision of technical advice to a governmental body in re-
sponse to a written re%uest, or lobbying before a legislative body
with respect to a possible decision of such body which might affect
the existence of the private foundation, its powers and uties, its

- tax-exempt status, or the deduction of contributions to such founda-

tion (sec. 4945(e)).

- Disallowance of lobbying expenses as a trade or business ex-
pense

The Omnibus Budget Reconciliation Act of 1993 (“1993 Act”) pro-
vides that (except for up to $2,000 of in-house expenses) taxpayers
may not deduct as a business expense amounts incurred in an at-
tempt to influence Federal or State (but not local) legislation

°

through communication with members or employees of legislative
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bodies or other government officials who may participate in the for-
mulation of legislation. The 1993 Act also disallows a deduction for
costs of contacting certain high-ranking Federal executive branch
officials in an attempt to influence their official actions or posi-
tions.41 In contrast to the rules governing lobbying by charities, ex-
ceptions to the general disallowance rule are not provided for non-
partisan analysis, technical advice provided in response to a writ-
ten request from a governmental body, or “gelf-defense” lobbying.

The 1993 Act also contains a flow-through rule to disallow a
business deduction for a portion of membership dues paid to a
trade organization or other “non-charitable ‘organization that en-

gages in lobbying, unless the organization elects to pay a 35-per-
cent proxy tax on its lobbying expenditures (Sec. 6033(e)2)). The
flow-through rule does not apply to charities, but an anti-abuse
rule provides that a charitable deduction is denied under section
170 if (1) a charity conducts 1obbying on matters of direct of direct
financial interest to the donor’s trade or business, and (2) a prin-

cipal purpose of the contribution was to ‘avoid Federal income tax

by securing a deduction for lobbying activities that would be dis-
allowed if the donor conducted such activities directly. However,
the section 162(e) disallowance and flow-through rules and the sec-
tion 170 anti-abuse rule contained in the 1993 Act do not apply to
attempts to influence actions of Federal agencies, provided that
there is no direct communication with a covered high-ranking Fed-
eral official, nor do these rules apply to attempts to influence State
or local executive branch or agency actions.

| Description of Proposal

The proposal would extend the present-law limitations on lobby-
ing activities of tax-exempt charities to attempts made by charities
to influence the actions of Federal, State, or local administrative
agencies (other than local land-use agencies, such as ‘zonhing
boards). Thus, if a charity’s aggregate lobbying activities for a tax-
able year with respect to legislation and administrative agency ac-
tions are substantial (or, if the section 501(h) election is made, the
charity normally makes lobbying expenditures in excess of the lob-
bying ceiling amount under that section), the charity would be de-
nied tax-exempt status under section 501(c)3).

As under present-law, exceptions would be provided for (1) non-
partisan analysis, (2) technical advice provided in response to a
written request from a governmental body, and (3) lobbying with
respect to agency decisions that might affect the existence, powers
oi; duties, tax-exempt status, or the deduction of contributions to a
charity.

414Covered executive branch officials” under the 1993 Act include the following Federal offi-
cials: (1) the President; (2) the Vice President; (3) an individual gerving in a position of level
1 of the Executive Schedule, 5 US.C. sec. 5312, (e.g., a Cabinet member) or any other individual
designated by the President as having Cabinet-level status; (4) any immediate deputy of an indi-
vidual listed in (3) above; (5) the two most senior-level officers of each agency within the Execu-
tive Office of the President; and (6) any other officer or employee of the White House Office of
the Executive Office of the President. i
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Effective Date

The proposal would apply to lobbying activities conducted after
December 31, 1993. ‘ : .

5. Extend privafe inﬁrement rule to section 501(c)(4) organi-
zations

Present Law

A tax-exempt charitable organization described in section
501(cX3) must be organized and operated exclusively for a chari-
table, religious, educational, scientific, or other exempt purpose
specified in that section, and no part of the organization’s net earn.-
ina%s may inure to the benefit of any private shareholder or individ-
ual.42

A tax-exempt social welfare organization described in section
501(c)4) must be organized on a non-profit basis and must be oper-
ated exclusively for the promotion of social welfare.43 In contrast
to section 501(c)(3), however, there is no specific rule in section
501(c)4) that prohibits the net earnings of a social welfare organi-
zation from inuring to the benefit of a shareholder or individual.

_  Description of Proposal
Section 501(c)(4) would be amended to provide tax-exempt status

to civic leagues or organizations not organized for profit but oper-
ated exclusively for the promotion of social welfare, provided that
no part of the net earnings of such an organization inures to the

benefit of any private shareholder or individual. In addition, sec-

to the employees of a designated person or persons in a particular
municipality, provided that the association is operated exclusively
for charitable, educational, or recreational purposes, and no part of
the net earnings of which inures to the benefit of any private
shareholder or individual.

Effective Date
The proposal would be effective on the date of enactment.

42The private inurement restriction prohibits inurement of an organization’s assets to “per-
sons having a personal and private interest in the activities of the organization.” Treas, Reg.
sec. 1.501(a)-1(c). Even where no prohibited private inurement exists, however, more than inci-
dental private benefits may be conferred upon disinterested persons such that the organization
is not operated exclusively for an exempt purpose. (See American Campaign Academy v
Comm’r, 92 T.C. 1053 (1989)).

438ection 6501(cX4) also provides tax-exempt status to local associations of employees, the
membership of which is limited to the employees of g designated person or persons in a particu-
lar municipality, and the net earnings of which are devoted exclusively to charitable, edu-
cational, or recreational purposes,
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K. Compliance

1. Information reporting on State and local real property
taxes and refunds ;

Present Law

Individual taxpayers who itemize deductions may deduct State
and local income, real property, and personal property taxes. No
deduction is allowed for taxes assessed against local benefits that
tend to increase the value of the assessed property. Any refund,
credit, or offset of State or local taxes that was deducted (with a
resulting tax benefit) in a previous year is includible in the tax-
payer’s gross income in the year the refund is received. Present law
does not require State and local governments to provide informa-
tion reports to the Internal Revenue Service (IRS) and the taxpayer
on payments of State and local real property taxes or on refunds,
credits, or offsets of such taxes.

Description of Proposal

The proposal would require State and local governments to file
information returns with the IRS regarding real property taxes.
These information reports would set forth (1) the amount of real
property taxes paid by a taxpayer, (2) any cash payment, credit, or
offset for real property taxes received by the taxpayer, and (3) the
name, address, and taxpayer identification number of the taxpayer.
The same information also would be provided to the taxpayer. Non-
deductible user fees would not be included in the amounts of real
property taxes paid. ,

The information reports would be required to be filed in accord-
ance with the timetable generally applicable to other information
returns. Consequently, the State and local governments would pro-
vide the information return to the taxpayer by the last day of Jan-
uary of the year following the year in which the payments, credits,
or offsets are made; the State and local %overnments would have
one additional month (until the end of February) to supply the in-
formation return to the IRS. A

o - Effective Date
The proposal would be effective for payments made after Decem-
ber 31, 1994. Thus, State and local governments would first pro-
vide information returns to individual taxpayers by the end of Jan-
uary 1996, and to the IRS by the end of February 1996, on taxes
that were paid in 1995. i o o -

2. Modify estimated tax i‘equirements for individuals

Present Law

An individual taxpayer generally is subject to an addition to tax
for any underpayment of estimated tax. An individual generally
does not have an underpayment of estimated tax if he or she
makes timely estimated tax payments at least equal to: (1) 100 per-
cent of the tax shown on the return of the individual for the pre-
ceding year (the “100 percent of last year’s liability safe harbor™)
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or (2) 90 percent of the tax shown on the return for the current
year. Income tax withholdinﬁ from Wa%es is considered to be a pay-
ment of estimated taxes. However, for taxable years beginning
after 1993, the 100 percent of last year’s liability safe harbor is
modified to be a 110 percent of last year’s liability safe harbor for
any individual with an AGI of more than $150,000 as shown on the
return for the preceding taxable year.44

Description of Proposal

For any individual with an AGI of more than $150,000 as shown
on the return for the preceding taxable year, the proposal would
modify the present-law 110 percent of last year’s liability safe har-
bor to be a 115 percent of last year’s liability safe harbor.

Effective Date

The proposal would be effective for estimated tax payments ap-
plicable to taxable years beginning after December 31, 1993.

8. Change substantiation requirements for business meal
and entertainment expenses

Present Law

In general, a taxpayer may deduct all ordinary and necessary ex-
penses paid or incurred during the taxable iyea.r (1) in carrying on
any trade or business and (2) in the case of an individual, for the
production of income. Taxpayers generally may not deduct per-
sonal, living, or family expenses. '

Meal and entertainment expenses incurred for business or in-
vestment reasons are deductible only if certain legal and substan-
tiation requirements are met. The amount of the deduction gen-
erally is limited to 80 percent of the expense that meets these re-
quirements. For taxable years beginning after December 31, 1993,
the applicable limitation percentage is 50 percent. No deduction is
allowed, however, for meal or beverage expenses that are lavish or
extravagant under the circumstances.

No deduction is allowed with respect to business meal and enter-
tainment expenses (as well as other specified items) unless the tax-
payer substantiates by adequate records or by sufficient evidence
corroborating the taxpayer’s own statement (1) the amount of the
expense, (2) the time and place of the expense, (3) the business
purpose of the expense, and (4) the business relationship between
the taxpayer and the persons entertained. Under Treasury regula-
tions, documentary evidence is required for expenditures of $25 or
more (Treas. Reg. sec. 1.274-5T(c)2)(iii)(B)).

‘ Description of Proposal /

The proposal would deny a taxpayer a deduction for any business
meal or entertainment expenditure (or, in the alternative, for any
such expenditure that is $10 or more) unless the taxpayer could

44The 110 percent of last s liability safe harbor was added by sec. 13214 of the Omnibus
Budget Reconciliation Act of 1993. The also repealed a special rule that denied the use of
an dieqtl%maaited tax safe harbor caleulated on the basis of the prior year’s tax liability for certain
individuals. : : E
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substantiate the expenditure with a receipt prepared at the time
of the expenditure (or within a reasonable period thereafter) by the
provider of the goods or services constituting the expenditure.

Effective Date

The proposal would be effective for taxable years beginning after
December 31, 1993. ' ‘

4, Deny deduction for interest payable on corporate tax un-
derpayments : ,
Present Law v

In general, a corporation is allowed an income tax deduction for
all interest paid or accrued, including interest paid to the Internal
Revenue Service on tax obligations. o ,

An individual is not allowed to deduct personal interest. For this
purpose, personal interest includes interest on underpayments of
the individual’s income taxes, even if all or a portion of the individ-
ual’s income is attributable to a trade or business. = . L

Interest is charged by the Internal Revenue Service on any
underpayment of tax. The underpayment rate generally is the sum
of the short-term Federal rate plus three percentage points. In ad-
dition, an interest rate equal to the sum of the short-term Federal
rate plus five percentage points is applicable for purposes of deter-
mining interest attributable to underpayments of more than
$100,000 of a C corporation for periods beginning after the 30th
day following the date the corporation is notified by the Internal
Revenue Service of an underpayment.

Description of Proposal

The proposal would deny a deduction to a corporation for interest
attributable to the underpayment of tax.

Effective Date

The proposal would be effective for interest attributable to peri-
ods beginning after the date of enactment (or a specified time after
the date of enactment), regardless of the taxable period to which
the underlying underpayment of tax may relate.

5. Increase the rate of interest payable on corporate tax un-
derpayments

Present Law

Interest is charged by the Internal Revenue Service on any
underpayment of tax. The underpayment rate generally is the sum
of the short-term Federal rate plus 3 percentage points. In addi-
tion, an interest rate equal to the sum of the short-term Federal
rate plus 5 percentage points is applicable for purposes of deter-
mining interest attributable to underpayments of more than
$100,000 of a C corporation for periods beginning after the 30th
day following the date the corporation is notified by the Internal
Revenue Service of an underpayment. :
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Description of Proposal
The proposal would increase the underpayment rate.

Effective Date

The proposal would be effective for interest attributable to peri-
ods beginning after the date of enactment (or a specified time after
‘the date of enactment), regardless of the taxable period to which
the underlying underpayment of tax may relate.

6. Increase rate of interest for underpayments of estimated
tﬁ for certain Alaska Native Corporations and individ-
uals

Present Law

Corporate and individual taxpayers are subject to an addition to
tax for any underpayment of estimated tax. The addition to tax is
computed by applying the underpayment interest rate (100 percent
of the Federal short-term rate plus 3 percentage points) to the
amount of the underpayment for the period of the underpayment.

Description of Proposal

Under the proposal, the rate of addition to tax for underpay-
ments of estimated tax would be increased by 10 percent for cer-
tain Alaska Native Corporations established under the Alaska Na-
tive Claims Settlement Act (43 U.S.C. Secs. 1601 et seq.) and cer-
tain Alaska Native individuals (generally, those individuals enti-
tled to receive Alaska Native Corporation stock). Thus, in such
cases the rate would be 110 percent of the sum of the Federal
short-term rate plus 3 percentage points.

Effective Date

The proposal would be effective for underpayments of estimated
taxes due on or after the date of enactment.

7. Information returns relating to the discharge of indebted-
ness by all companies in the trade or business of origi-
nating or acquiring loans

Present Law

Discharge of indebtedness

Under Code section 61(a)(12), a taxpayer’s gross income includes
income from the discharge of indebtedness. The determination of
when a discharge of indebtedness occurs under section 61(a)(12) is
a question of fact. (See, e.g., Carl T. Miller Trust v. Commissioner,
76 T.C. 191 (1981).) In general, a debtor has discharge of indebted-
ness income where a debt is repurchased or otherwise deemed sat-
isfied for less than its outstanding balance. For example, discharge
of indebtedness income may be triggered by a debt modification
under Code section 1001 or where a court adjudicates favorably a
defense for the borrower. Discharge of indebtedness income is gen-
erally not deemed to result merely because the lender (1) has not
actively pursued its claim against the debtor, provided a legal
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claim still exists, (2) claims a deduction for financial or regulatory
reporting purposes, or (3) claims a partial or full bad debt deduc-
tion for tax purposes. However, the existence of several factors
such as these may, when considered collectively, indicate that a
discharge of indebtedness has occurred. ,

Information reporting

As amended by the Omnibus Budget Reconciliation Act of 1993,
the Internal Revenue Code generally requires “applicable financial
entities” to file information returns with the Internal Revenue
Service (IRS) regarding any discharge of indebtedness (within the
meaning of sec. 61(a)(12)) of $600 or more (sec. 6050P).45 An infor-
mation return must set forth the name, address and taxpayer iden-
tification number of the person whose debt was discharged, the
amount of debt discharged, and the date on which the debt was dis-
charged.46 The information return must be filed in the manner and
at the time specified by the IRS. The same information also must
be provided to the person whose debt is discharged by January 31
of the year following the discharge. ‘ , N

Such information returns are required regardless of whether the
debtor is subject to tax on the discharged debt. For example, re-
porting entities need not determine whether the debtor qualifies for
an exclusion under section 108. }

“Applicable financial entities” include: (1) the Federal Deposit In-
surance Corporation, the Resolution Trust Company, the National
Credit Union Administration, any other Federal executive agency
(as defined in section 6050M), and any successor or subunit of any
of them; (2) any financial institution (as described in secs. 581 or
591(a)); (3) any credit union; and (4) any subsidiary of an entity de-
scribed in (2) or (3) which, by virtue of being affiliated with such
entity, is subject to supervision and examination by a Federal or"
State agency regulating such entities. T e

The penalties for failure to file correct information reports with
the IRS and to furnish statements to taxpayers are similar to those
imposed with respect to a failure to provide other information re-
turns. For example, the penalty for failure to furnish statements to
taxpayers is" generally $50 per failure, subject to a maximum of
$100,000 for any calendar year.47 These penalties are not applica-
b{e if the failure is due to reasonable cause and not to willful ne-
glect. ,

Description of Proposal

The proposal would broaden the type of entities that are required
to file information reports with respect to discharges of indebted-
ness by amending the definition of “applicable financial entities” to
include any company that is in the trade or business of originating
or acquiring loans. o

.45 Non-governimental entities are onlier uired to report under this provision with respect to"
discharges of indebtednesa after December 31, 1993, .

46The date of discharge is required to facilitate the use of such information returns with re-
spect to fiscal year taxpayers, e B R

47In the case of intentional disregard of the filing réquirements, the penalty is not less than
$100 per failure and the $100,000 annual limitation does not apply. o ' :



"
Effective Date

 The proposal would be applicable to discharges of indebtedness
after December 31, 1993.

8. Increase withholding rate on supplemental wage pay-
ments

Present Law

Under Treasury regulations, withholding on supplemental wage
payments (such as bonuses, commissions, and overtime pay) that
are not paid concurrently with wages (or that are paid concurrently
with wages, but are separately stated) for a payroll period may be
done at a rate of 20 percent (at the employer’s election) (Treas.
Reig sec. 31.3402(g)-1).48

or payments made after December 31, 1993, the rate for with-
holding on supplemental wage payments is 28 percent.49 ’

Description of Proposal

The proposal would increase the applicable withholding rate on
supplemental wage payments to 36 percent.

Effective Date

The proposal would be effective for payments made after Decem-
ber 31, 1993.

9. Increase withholding rate on gambling winnings

Present Law

In general, proceeds from a wagering transaction are subject to
withholding at a rate of 28 percent if the amount of such proceeds
exceeds $5,000 and is at least 300 times as large as the amount
wagered. The proceeds from a wagering transaction are determined
by subtracting the amount wagered from the amount received. Any
non-monetary proceeds that are received are taken into account at
fair market value. = ; o o

In the case of sweepstakes, Wﬁeﬁng pools, or lotteries, proceeds
from a wager are subject to withholding at a rate of 28 percent if
the amount of such proceeds exceeds $5,000, regardless of the odds
of the wager.

No withholding tax is imposed on winnings from a slot machine,
bingo, or keno. »

Description of Proposal

The proposal would increase the applicable withholding rate on
gambling winnings to 36 percent. ‘

431f an employer chooses not to use the 20-percent method, withholding may be computed by
aggregating supplemental payments with regular waies paid within the same calendar year
for the last preceding payroll period or the current payroll period. The employer would then use
withholding tables to determine the total tax on this aggregate amount. The amount to be with-
held for the supplemental wages is the total tax less any amount already withheld for regular
wages included in the ag te amount.

49The increase in the withholding rate to 28 percent was made in the Omnibus Budget Rec-
onciliation Act of 1993. )
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Effective Date

The proposal would be effective for payments made after Decem-
ber 31, 1993.

10. Increase backup withholding rate

Present Law

Under Code section 3406, a payor is required to withhold on cer-
tain “reportable payments”, such as interest and dividends, at a
rate of 31 percent 50 if: (1) the payee fails to furnish his or her tax-

ayer identification number (TIN) to the payor; (2) the Internal
Eevenue Service notifies the payor that the payee’s TIN is incor-
rect; (3) a notified payee underreporting of reportable payments
has occurred (as described in section 3406(c)); or (4) a payee certifi-
cation failure with respect to reportable payments has occurred (as
described in section 3406(d)).

Description of Proposal

The proposal would increase the withholding rate on interest,
dividends and all other “reportable payments” under section 3406
from 31 percent to 36 percent.

Effective Date

31T1;g %roposal would be effective for amounts paid after December
, 1993.

11. Reporting requirements for purchasers of fish
Present Law

Under present law, service as a crew member on a fishing vessel
is generally excluded from the definition of employment for pur-
poses of income tax withholding on walges and for purposes of the
Federal Insurance Contributions Act (FICA) and the Federal Un-
employment Tax Act (FUTA) taxes if the operating crew of the boat
normally consists of fewer than 10 individuals, the individual re-
ceives a share of the catch based on the total catch, and the indi-
vidual does not receive cash remuneration other than proceeds
from the sale of the individual’s share of the catch. Crew members
to which the exemption applies are subject to self-employment
taxes. The operator of a boat on which one or more exempt crew
members serve is required to report information about such indi-
viduals and the catch.

Description of Proposals

(1) The proposal would require persons who }i)urchase more than
$600 of fish or other forms of aquatic animal life from any seller
in a calendar year for the purpose of resale to file information re-
turns with the Secretary regarding such purchases. The return
would be required to contain such information as the Secretary
may prescribe.

50 For amounts paid prior to January 1, 1993, the withholding rate is 20 percent; The backup
withholding rate was increased to 31 percent in the Energy Policy Act of 1992. ’
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(2) Same as (1), except that the reporting threshold would be
$1,000 rather than $600.

Effective Date

The proposals would be effective for years beginning after De-
cember 31, 1993.

12. Extend IRS offset authority for undercover operations

- Present Law

The Anti-Drug Abuse Act of 1988 exempted Internal Revenue
Service (IRS) undercover operations from the otherwise applicable
statutory restrictions controllinf the use of Government funds
(which generally provide that all receipts be deposited in the gen-
eral fund of the Treasury and all expenses be paid out of appro-
priated funds). In general, the exemption permits the IRS fto
“churn” the income earned by an undercover operation to pay addi-
tional expenses incurred in the undercover operation (sec. 7608(c)).
The IRS is required to conduct a detailed financial audit of large
undercover operations in which the IRS is churning funds and to
provide an annual audit report to the Congress on all such large
undercover operations. The exemption originally expired after De-
cember 31, 1989, and was extended by the Comprehensive Crime
Control Act of 1990 through December 31, 1991.

Description of Proposal

The proposal would extend the IRS’s offset authority under sec-
tion 7608(c) until September 1, 1996. The proposal would amend
the IRS annual reporting requirement under section 7608(c)(4)(B)
to require the provision of the following data: (1) the date the oper-
ation was initiated, (2) the date offsetting was approved, (3) the
total current expenditures and the amount and use of proceeds of
the operation, (4) a detailed description of the undercover operation
projected to generate proceeds, including the potential violation
being investigated, whether the operation is being conducted under
grand jury auspices, and the conclusion date of covert operations,
and (5) the results of the operation to date, including the results
of criminal proceedings.

Effective Date
The proposal would be effective as of January 1, 1992,
13. Extend cash transactions disclosure rule permanently

Present Law

The Internal Revenue Code prohibits disclosure of tax returns
and return information, except to the extent specifically authorized
by the Internal Revenue Code (sec. 6103). Unauthorized disclosure
is a felony punishable by a fine not exceeding $5,000 or imprison-
ment of not more than five years, or both (sec. 7213). An action for
civil damages also may be brought for unauthorized disclosure (sec.
7431). No tax information may be furnished by the Internal Reve-
nue Service (IRS) to another agency unless the other agency estab-
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lishes procedures satisfactory to the IRS for safeguarding the tax
information it receives (sec. 6103(p)). = ,

Under section 60501, any person who receives more than $10,000
in cash in one transaction (or two or more related transactions) in
the course of a trade or business generally must file an information
return (Form 8300) with the IRS specifying the name, address, and
taxpayer identification number of the person from whom the cash
was received and the amount of cash received. =~~~

The Anti-Drug Abuse Act of 1988 provided a special rule permit-
ting the IRS to disclose these information returns to other Federal
agencies for the purpose of administering Federal criminal stat-
utes. The special rule originally was to expire after November 18,
1990, and was extended by the Comprehensive Crime Control Act
of 1990 to November 18, 1992. :

Description of Proposal

The proposal would permanently extend the special rule for dis-
closing Form 8300 information. Moreover, the proposal would per-
mit disclosures not only to Federal agencies but also to State, local
and foreign agencies and for civil, criminal and regulatory purposes
(i.e., generally in the same manner as CTRs filed by financial insti-
tutions under the Bank Secrecy Act.) Disclosure, however, would
not be permitted to any such agency for purposes of tax adminis-
tration. The proposal also (1) would extend the dissemination poli-
cies and guidelines under section 6103 to people having access to
Form 8300 information, and (2) would apply section 6103 sanctions
to persons having access to Form 8300 information that disclose
this information without proper authorization.

Effective Date
The proposal would be effective on November 18, 1992.

L. Miscellaneous

1. Repeal safe harbor provisions for construction industry
employers :

Present Law

In general, the determination of whether an employer-employee
or independent contractor relationship exists for Federal tax pur-
poses is made under a common-law test. Under this test, an em-
ployer-employee relationship generally exists if the person contract-
ing for the services has the right to control not only the result of
the services, but also the means by which that result is .accom-
plished. Whether the requisite control exists is determined based
on the facts and circumstances. The Internal Revenue Service (IRS)
uses a 20-factor test for this purpose.

In the late 1960s, the IRS increased enforcement of the employ-
ment tax laws and controversies developed between the IRS and
taxpayers as to whether businesses had correctly classified certain
workers as independent contractors rather than as employees. In
response to this problem, Congress enacted section 530 of the Reve-
nue Act of 1978 (“section 530”), which generally permits an em-
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ployer to treat an individual as not being an employee for employ-
ment tax purposes5! regardless of the individual’s actual status
under the common-law test, unless the taxpayer has no reasonable
basis for such treatment and if certain additional requirements are
satisfied. Under section 530, a reasonable basis is considered to
exist for this purpose if the taxpayer reasonably relied on certain
factors, such as a longstanding industry practice or the past failure
of the IRS to raise such an employment tax issue on audit.

Section 1706 of the Tax Reform Act of 1986 (“section 1706”) pro-
vides that section 530 does not apply to certain technical sevice
workers such as engineers, drafters, computer programmers and
other similarly skilled workers who are part of a three-party em-
ployment transaction. Under section 1706, technical service work-
ers are classified, for income and employment tax purposes, as em-
ployees or as independent contractors, under the common-law test
without regard to section 530. :

Description of Proposal

The proposal would provide that section 530 of the Revenue Act
of 1978 does not apply in the case of an individual who provides
services for a construction industry employer.

Effective Date

The proposal would apply to remuneration paid and services ren-
dered after December 31, 1993.

2. Deny deductions for certain oil spill and hazardous waste
cleanup expenses

Present Law

Ordinary and necessary expenses generally are deductible (sec.
162(a)). Fines or similar penalties are not deductible (sec. 162(f)).

Under the Oil Pollution Act of 1990 (“OPA”) and the Comprehen-
sive Environmental Response, Compensation, and Liability Act of
1980 (“CERCLA”), a company has unlimited liability for an oil or
hazardous waste spill that resulted from gross negligence, willful
misconduct, or certain violations of law.

Expenses related to cleaning up oil and hazardous waste spills
generally are considered to be ordinary and necessary.

Description of Proposal

The proposal would deny deductions for all cleanup costs associ-
ated with an oil or hazardous substance spill caused by a company
found to have unlimited liability under OPA or CERCLA.

Effective Date

The proposal would be effective for expenses incurred after the
date of enactment.

51S8ection 530 does not apply for income tax purposes.
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3. Modify standard for nonrecognition of gain on exchanges
of like-kind property : S
o Present Law e

An exchange of property, like a sale, generally is a taxable trans-
action. However, no gain or loss is recognized if property held for
productive use in a trade or business or for investment is ex-
changed for property of a “like-kind” that is to be held for produc-
tive use in a trade or business or for investment (sec. 1031). Unim-
proved real estate that is exchanged for improved real estate gen-
erally qualifies as a “like-kind” exchange.

The like-kind standard contrasts with the standard under section
1033 providing for nonrecognition of gain upon certain involuntary
conversions of property (e.g., through destruction, theft, seizure, or
condemnation). Other than ué)on a condemnation of real estate (to
which the like-kind standard applies), section 1033 permits non-
recognition of gain to involuntary conversions only if the taxpayer
acquires replacement prc:lperty that is “similar or related in service
or use” to the converted property. This standard is significantly
narrower than the like-kind standard. For example, unimproved
and improved real estate generally are not considered similar or re-
lated in service or use.

The proposal would conform the standard for nonrecognition

under section 1031 to the standard under section 1033 that applies
for purposes of nonrecognition on involuntary conversions, Thus, in
order to qualify for nonrecognition under section 1031, the property
that is received generally would need to be “similar or related in
service or use” to the property that is transferred. The “similar or
related in service or use” standard, however, would not replace the
like-kind standard in the case of a condemnation of real estate (sec.

1033(g)).
, , E’ﬁ’ective Date
The proposal would be effective on the date of enactment.

4. Disallow stock options as qualifying expense under re-
search tax credit

Present Law

The research and experimentation tax credit (“research tax cred-
it”) provides a credit equal to 20 percent of the amount by which
a taxpayer’s qualified research expenditures for a taxable year ex-
ceed its base amount for that year. The credit is scheduled to ex-
pire after June 30, 1995.

The base amount for the current year generally is computed by
multiplyinfg the taxpayer’s “fixed-base percentage” by the average
amount of the taxpayer’s gross receipts for the four preceding
years. If a taxpayer both incurred qualified research expenditures
and had gross receipts during each of at least three years from
1984 through 1988, then its “fixed-base percentage” is the ratio
that its total qualified research expenditures for the 1984-1988 pe-
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riod bears to its total gross receipts for that period (subject to a
maximum ratio of .16). All other taxpayers (so-called “start-up”
firms) are assigned a fixed-base percentage of .03.52

In computing the credit, a taxpayer’s base amount may not be
}:ess than 50 percent of its current-year qualified research expendi-

ures.

Qualified research expenditures eligible for the credit consist of
(1) “in-house” expenses of the taxpayer for research wages and sup-
plies used in research; (2) certain time-sharing costs for computer
use in research; and (3) 65 percent of amounts paid by the taxpayer
for contract research conducted on the taxpayer’s behalf. The credit
is not available for expenditures attributable to research that is
conducted outside the United States. In addition, the credit is not
available for research in the social sciences, arts, or humanities,
nor is it available for research to the extent funded by any grant,
contract, or otherwise by another person (or governmental entity).

For purposes of the research credit, the term “wages” has the
same meaning as for wage withholding purposes under section
3401(a), which generally includes amounts received by an employee
upon exercise of a stock option (sec. 41(b)(2XD)).53 Consequently,
wages received upon exercise of a stock option may be counted as
part of the employer’s qualified research expenditures during the
year that the option is exercised (and, thus may be eligible for cred-
it dollars), even though there may be no incremental increase in re-
search activities conducted by the employer during that year.54

The 20-percent research tax credit also applies to the excess of
(1) 100 percent of corporate cash expenditures (including grants or
contributions) paid for basic research conducted by universities
(and certain scientific research organizations) over (2) the sum of
(a) the greater of two fixed research floors plus (b) an amount re-
flecting any decrease in nonresearch giving to universities by the
corporation as compared to such giving during a fixed-base period,
as adjusted for inflation.

Deductions for expenditures allowed to a taxpayer under section
174 (or any other section) are reduced by an amount equal to 100
percent of the taxpayer’s research tax credit determined for the
taxable year.55 i

Description of Proposal

The proposal would exclude stock options as qualified expendi-
tures for purposes of the research credit {unless the option is in-
cluded in gross income by the employee at the time of the grant).

52 The Omnibus Budget Reconciliation Act of 1993 (P.L. 103-56) contains a special rule provid-
ini‘that, in'the event that the research credit is extended beyond June 30, 1995, a start-up firm
vawi;t bfgzée:;quired to recompute its fixed-base percentage based on its actual research experience

er N

52If a nonstatutory option (i.e., one not meeting the requirements of secs. 421-424) does not
have a readily ascertainable fair market value at the time of the grant, income is realized at
the time of exercise or disposition of the option (Treas. Reg. sec. 1.83-7(a)). When such an optica
is exercised, the excess of the fair market value of the stock over the option price constitutes
;va eBs gggect to withholding (see Rev. Rul. 67-257, 1967-2 C.B. 359; Rev. Rul. 78-185, 1978-

siSee Apple Computer, Inc. v. Comm’r, 98 T.C. #18 (March 3, 1992); acg. CB.

88T, a&ers may alternatively elect to claim a reduced research credit amount in lieu of re-
dueing deductions otherwise allowed (sec. 280C(cX(3)).
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Effective Date

The proposal would be effective for options exercised after the
date of enactment. :

5. Provide anti-abuse rules with respect to the special rules
applicable to FCC-certified sales of broadcast properties

Present Law and Background

Section 1071 of the Internal Revenue Code allows a seller to
defer recognizing gain on the sale or exchange of property if the
transaction is certified by the Federal Communications Commis-
sion (“FCC”) to be necessary or appropriate to effectuate a change
ina policﬁ of, or the adoption of a new policy by, the FCC with re-
spect to the ownership and control of broadcasting stations. A seller
receiving a certificate from the FCC can defer recognizing gain on
its sale by making either one or a combination of two elections on
its tax return. ]

First, the seller may elect to treat the sale or exchange as an “in-
voluntary conversion” under section 1033. If this election is made,
the taxpayer will generally defer recognizing gain on the sale to the
extent that it reinvests the sale proceeds in qualifying replacement
property within two years from the end of the tax year in which
the sale occurs. Second, if the seller chooses not to elect an “invol-
untary conversion” or would otherwise recognize gain (because it
reinvested only a portion of its cash proceeds in qualifying replace-
ment property), section 1071 allows the seller to elect to apply the
gain to reduce the basis of depreciable property that is either held
by the seller immediately after the sale or acquired by the seller
in the taxable year of the sale. o o

In 1978, the FCC announced a policy of promoting minority own-
ership of broadcast facilities by offering a tax certificate to those
who voluntarily sell such facilities (either in the form of assets or
stock) to minority individuals or minority-controlled entities.56 The
FCC’s policy was based on the view that minority ownership of
broadcast stations would provide a significant means of fostering
the inclusion of minority views in programming.

Some news reports suggest that tax certificates are being issued
for sales of broadcast property to minority individuals ang to mi-
nority-controlled entities that are not significantly fostering minor-
ity ownership of broadcast stations.57 In some instances, minority
buyers are reported to have resold the broadcast property (or their
interest in the property) shortly after the original sale. In other in-
stances, minority investors purport to control the buyer (often a
limited partnership or other syndication), but effectively do not. ,

Description of Proposal

The proposal would modify section 1071 by adding anti-abuse
rules to ensure that tax incentives are available only for sales that
actually foster minority ownership of broadcast stations.

56 Minority Ownership of Broadcastirg Facilities, F.C.C. 78-322, 68 F.C.C. 2d 979 (1978).

57“FCC Minority Programs Spurs Deals—and Questions", Washington Post, June 3, 1993;
“How the Rich Get Richer”, Forbes, May 15, 1989; “Minority Broadcasters’ Tax Break Hit,”
Washington Post, July 12, 1987.
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Effective Date

The proposal would be effective for sales occurring on or after the
date of enactment.

6. Capitalization and amortization of certain environmental
remediation costs

Present Law

Code section 162 allows a deduction for ordinary and necessary
expenses paid or incurred in carrying on any trade or business.
Treasury Regulations provide that the cost of incidental repairs
which neither materially add to the value of property nor appre-
ciably prolong its life, but keep it in an ordinarily efficient operat-
ing condition, may be deducted currently as a business expense.

Section 263(a)(1) limits the scope of section 162 by prohibiting a
current deduction for certain capital expenditures. Treasury Regu-
lations define “capital expenditures” as amounts paid or incurred
to materially add to the value, or substantially prolong the useful
life, of property owned by the taxpayer, or to aé’apt property to a
new or diﬁxe)ient use. Amounts paid for repairs and maintenance do
not constitute capital expenditures.58

The determination of whether an expense is deductible or
capitalizable is based on the facts and circumstances of each case.
An early formulation of the distinction between repairs and capital
improvements is set forth in Illinois Merchants Trust Co., 4 BT.A.
103, 106 (1825), acq. V-2 C.B. 2:

A repair is an expenditure for the purpose of keeping the
property in an ordinarily efficient operating condition. It
does not add to the value of the froperty, not does it ap-
preciably prolong its life. It merely keeps the property in
an operating condition over its probable useful life for the
uses for which it was acquired. Expenditures for that pur-
pose are distinguishable from those for replacements, al-
terations, improvements or additions which al}:rolong the
life of the property, increase its value, or make it adapt-
able to a different use. The one is a maintenance charge,
while the others are additions to capital investment which
should not be applied against current earnings.

Treasury Regulations provide that capital expenditures include
the costs of acquiring or substantially improving buildings, machin-
ery, eqﬂlipment, furniture, fixtures and similar property having a
useful life substantially beyond the current year.59 In INDOPCO,
Inc. v. Commissioner, 112 S. Ct. 1039 (1992), the Supreme Court
required the capitalization of legal fees incurred by a taxpayer in
connection with a friendly takeover by one of its customers on the

ounds that the merger would produce significant economic bene-

ts to the taxpayer extending beyond the current year; capitaliza-
tion of the costs thus would match the expenditures with the in-
come produced. Similarly, the amount paid for the construction of
a filtration plant, with a life extending beyond the year of comple-

58 Treas. Reg. sec. 1.268(a)-1(b).
59 Treas. Reg. sec. 1.263(a)-2(a).
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tion, and as a permanent addition to the taxpayer’s mill property,
was a capital expenditure rather than an ordinary and necessary
current business expense. Woolrich Woolen Mills v. United States,
289 F.2d 444 (3d Cir. 1961).

Although Treasury regulations provide that expenditures that
materially increase the value of property must be capitalized, they
do not set forth a method of determining how and when value has
been increased. In Plainfield-Union Water Co. v. Commissioner, 39
T.C. 333 (1962), nonacq., 1964-2 C.B. 8, the U.S. Tax Court held
that increased value was determined by comparing the value of an
asset after the expenditure with its value before the condition ne-
cessitating the expenditure. The Tax Court stated that “an expend-
iture which returns property to the state it was in before the situa-
tion prompting the expenditure arose, and which does not make
the relevant property more valuable, more useful, or longer-lived,
is usually deemed a deductible repair.”

In two recent Technical Advice Memoranda (TAM), the Internal
Revenue Service (IRS) declined to apply the Plainfield Union valu-
ation analysis, indicating that the anralysis represents just one of
several alternative methods of determining increases in the value
of an asset. In TAM 9240004 (June 29, 1992), the IRS required cer-
tain asbestos removal costs to be capitalized rather than expensed.
In that instance, the taxpayer owned equipment that was manufac-
tured with insulation containing asbestos; the taxpayer replaced
the asbestos insulation with less thermally efficient, non-asbestos
insulation. The IRS concluded that the expenditures resulted in a
material increase in the value of the equipment because the asbes-
tos removal eliminated human health risks, reduced the risk of li-
ability to employees resulting from the contamination, and made
the property more marketable. Distinguishing Plainfield Union, the
IRS stated that: (1) the Plainfield Union test is relevant only in sit-
uations where repairs are necessary because the property has pro-
gressively deteriorated; (2) it was impossible to value the asset
prior to the existence of the asbestos because the asbestos was in
the property when manufactured; and (3) the objective measure-
ment of increased value set forth in Plainfield Union is not compat-
ible with the subjective factors (such as safer working conditions
and improved marketability) that are the source of the increase in
the value of the property containing asbestos. In addition, the IRS
noted that the asset increased in value as a result of being brought
into compliance with local regulations and requirements, and that
the removal of the asbestos reduces the possibility of equipment
interruptions due to safety violations and enhanced certain operat-
ing efficiencies.60

The IRS also recently issued TAM 9315004 (December 17, 1992)
requiring a taxpayer to capitalize certain costs associated with the
remediation of soil contaminated with polychlorinated biphenyls
(PCBs). The costs at issue included costs for the following: (1) soil
contamination assessments to determine the level of PCB contami-

60The IRS also noted that removal of asbestos effectuates a permanent improvement and
thus, represents a significant change to the property that is not rémedial, Citing INDOPCO, the
IRS stated that removal costs create long-term future benefits that accrue beyond the year they
were incurred. Finally, the IRS stated that the future benefits are not merely incidental, but
relate to the very reason for incurring the expense—increased health and safety.
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nation; (2) groundwater contamination assessment; (3) soil remedi-
ation, including excavation and backfilling work; (4) legal fees; (5)
oversight of the cleanup operations; (6) environmental audits and
preparation of a compliance manual; and (7) research and develop-
ment for chemical remediation processes to facilitate the remedi-
ation of PCBs. The IRS concluded that the costs of positive soil con-
tamination assessments, soil remediation and oversight costs
should be capitalized as an addition to the taxpayer’s existing fa-
cilities, because they increased the value of the property and con-
stituted a general plan of rehabilitation. In contrast, the IRS held
that negative assessment costs and legal fees were deductible, and
expressed no opinion on the costs of environmental audits and re-
search and development. Again distinguishing this case from Plain-
field Union, the IRS stated that (1) the decision in Plainfield Union
was based on the entire factual context and not solely on the valu-
ation measurement analysis; 61 (2) unlike the case at issue, the re-
pair in Plainfield Union involved only a minor part of the tax-
payer’s operation and was not part of any general plan; and (3) if
the Plainfield Union test were the only relevant factor, then any
replacement of a capital asset would be deductible. The IRS further
noted that the expenditures at issue were for extensive replace-
ments of significant sections of land and costs associated with this
work. The IRS took the position that, as a result of this replace-
ment, the taxpayer’s property will be more valuable in its business
after it is cleaned of PCB residues than property that is in need
of remediation.s2

Description of Proposal

The proposal would clarify the treatment of environmental reme-
diation costs by specifying costs which must be capitalized. Alter-
natively, the proposal would require that all environmental remedi-
ation costs be capitalized and amortized over a uniform period.

Effective Date
The proposal would be effective upon enactment.

61As evidence that Plainfield Union test is just one of many factors to be considered, the IRS
cited Wolfsen v. Commissioner, 72 T.C. 1 (1979), which states that “a cleaned.. or reworked
[asset] is of more value than one in need of repair.”

52The IRS also cited the “general plan of rehabilitation” doctrine, pursuant to which a deduct-
ible repair may be classified as a capital expenditure if it is part of an overall plan of rehabilita-
tion. Wehrli v. United States, 400 F.2d 686 (10th Cir. 1968). The IRS noted that the PCB clean-
up program is a long-term systematic plan that involves systematic testing, assessing, remediat-
ing, removing and replacing extensive amount of lands.



III. PROPOSALS RELATING TO THE HEALTH BENEFITS
OF RETIRED COAL MINERS

Present Law

In general

The Coal Industry Retiree Health Benefit Act of 1992 (“the Coal
Act”)63 creates two plans to provide health and death benefits to
certain coal industry retirees and their beneficiaries, The United
Mine Workers of America (UMWA) Combined Benefit Fund (the
Combined Fund) covers miners and their beneficiaries who were al-
ready eligible for and receiving benefits from the 1950 UMWA Ben-
efit Plan or the 1974 UMWA Benefit Plan as of July 20, 1992.64
The 1992 UMWA Benefit Plan (“the 1992 Plan”) covers miners
(and their beneficiaries) who, but for the Coal Act, would have met
the age and service requirements for eligibility under the 1950 or
1974 UMWA Benefit P?an as of February 1, 1993, who become eli-
gible for benefits by retiring between July 21, 1992, and September
30, 1994, and whose last signatory employer does not provide the
health benefits promised under a 1978 or later collective bargain-
ing agreement with the UMWA. The Combined Fund and the 1992
UMWA Benefit Plan are tax exempt.

Assignment of beneficiaries

By October 1, 1993, the Secretary of Health and Human Services
is to assign each eligible beneficiary to a signatory operator (or a
related person) which remains in business (whether or not in the
coal industry). A signatory operator is a person who is or was a sig-
natory to a coal wage agreement with the UMWA.65 Eligible bene-
ﬁc(iiaries are to be assigned to signatory operators in the following
order:

First, to the signatory operator which was a signatory to
the 1978 coal wage agreement or any subsequent coal
wage agreement and was the most recent signatory opera-

63The Coal Industry Retiree Health Benefit Act of 1992 (the Coal Act) was enacted as part
of the Energy Policy Act of 1992 (P.L. 102-486). For a more detailed discussion of the Coal Act,
gsee Committee on Ways and Means, U.S. House of Representatives, Financing UMWA Coal
Miner “Orphan Retiree” Health Benefits (WMCP:103-19), September 3, 1993.

64 Participation in the 1950 UMWA Benefit Plan is substantially limited to individuals who
retired from the coal industry before 1976 (and their beneficiaries). Participation in the 1974

A Benefit Plan is substantially limited to individuals who retired from the coal industry
on or after January 1, 1976 (and their beneficiaries). Pursuant to the Coal Act, these two plans
were merged into the Combined Fund. ) . )

66 A coal wage agreement is defined as the National Bituminous Coal Wage Agreement (which
is a collective ar(/gaining agreement between the United Mine Workers of America (UMWA) and
the Bituminous Coal Operators’ Association Inc, (BCOA)), or any other agreement entered into
between an employer in the coal industry and the UMWA that required or requires (a) the pro-
vision of health benefits to retirees based on years of service credited under a plan established
by the UMWA and the BCOA and described in section 404(c) of the Internal Revenue Code (the
“Code”) or a continuation of such glan and/or (b) contributions to the 1950 or 1974 UMWA Bene-
fit Plan or any predecessor théreof. . ) ;

(75)
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tor to employ the coal industry retiree in the coal industry
for at least 2 years;

Second (if no assignment is made under the above), to
the signatory operator which was a signatory to the 1978
coal wage agreement or any subsequent coal wage agree-
ment, and was the most recent signatory operator to em-
ploy the coal industry retiree in the coal industry; and

Third (if no assignment is made under the above), to the
signatory operator which employed the coal industry re-
tiree in the coal industry for a longer period of time than
any other signatory operator prior to the effective date of
the 1978 coal wage agreement.

An operator to which beneficiaries are assigned is referred to as an
assigned operator.

An assigned operator may request from the Secretary of Health
and Human Services detailed information as to the work history of
a beneficiary assigned to it and the basis for the assignment within
30 days after receiving notice of the assignment. Within 30 days
after the receipt of such additional information, the assigned opera-
tor may request a review of the assignment by the Secretary of
Health and Human Services. The Secretary is required to conduct

- a review if the Secretary finds that the operator provided evidence
constituting a prima facie case of error. If, upon review, the Sec-
retary finds there was an error, then premiums of the assigned op-
erator will be reduced accordingly.

Any decisions by the Secretary of Health and Human Services as
to whether to review an assignment or whether there has been an
error are final. However, the operator may bring a separate civil
action against another person for responsibility for asgigned pre-
miums, notwithstanding any prior decision by the Secretary.

Financing of the Combined Fund

Benefits under the Combined Fund are financed through a com-
bination of premiums and transfers from other funds. Each as-
signed operator is required to pay an annual premium consisting
of three components:

(1) a health benefit premium for each eligible beneficiary
assigned to the operator;

(2) a death benefit premium; and

(3) an unassigned beneficiaries premium.

The health benefit premium is to be calculated each year by the
Secretary of Health and Human Services based on the actual per
capita net expenses of the 1950 and 1974 UMWA Benefit Plans in
fiscal year 1992, indexed by the increase in the medical component
of the consumer price index. The premium can be increased to off-
set any decreases in Medicare benefits.

The death benefit premium for a plan year for an assigned opera-
tor is equal to the operator’s applicable percentage of the amount,
actuarially determined, which the Combined Fund will be required
to pay during the year for death benefits. The applicable percent-
age is the percentage that the beneficiaries assigned to the opera-
tor are of the total number of assigned beneficiaries.
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The aggregate unassigned beneficiaries premium for a plan year
is equal to the Eroduct,pf the per beneficiary premium for the year
multiplied by the number of eligible beneficiaries who are not as-
signed to any operator. Each assigned operator is liable for the op-
erator’s applicable percentage of this aggregate premium. The ap-
plicable percentage is the percentage that the beneficiaries as-
?iignegi to the operator are of the total number of assigned bene-

ciaries. ‘

Transfers of assets from the 1950 UMWA Pension Fund are to
be made in order to reduce the premiums. A total of $210 million
is to be transferred in 3 installments of $70 million each. The first
transfer was on February 1, 1993, and is to be used to proportion-
ately reduce the total premium for each assigned operator. The sec-
ond and third transfers are to occur on October 1, 1993, and Octo-
ber 1, 1994, respectively, and are to be used to proportionately re-
duce the unassigned beneficiary premium and the death benefit
premium. , o

For subsequent years, befginning October 1, 1995, up to $70 mil-
lion per year can be transferred from the interest credited to the
Abandoned Mine Reclamation Fund®é into the Combined Fund.
Such transfers may be used only to reduce the unassigned bene-
ficiaries premium. The interest earned by the Abandoned Mine
Reclamation Fund each year beginning with fiscal year 1996 can
be supplemented by drawing upon interest credited during prior
fiscal years 1993-1996.

A penalty of $100 per beneficiary per day is imposed on an as-
signed operator (or related person) who fails to pay any of the re-
quired premiums. No penalty is imposed if it is established to the
satisfaction of the Secretary of the Treasury that none of the per-
sons responsible for the failure knew or should have known that
the failure existed. In addition, no penalty is imposed if the failure
was due to reasonable cause and not to willful neglect and the fail-
ure is corrected within 30 days after the persons responsible knew
or should have known that the failure existed. The Secretary of the
Treasury is authorized to waive all or part of the penalty if imposi-
tioln c&f the penalty would be excessive relative to the failure in-
volved.

Transition rules

A number of transition rules apply. During the first plan year of
the Combined Fund, February 1, 1993, through September 30,
1993 (a short plan year), beneficiaries will not yet be assigned to
operators. The premium for the first year will be calculated later
and charged in conjunction with the ’IEremium established for the
plan year beginning October 1, 1993. To cover expenses during the
first plan year, 1988 agreement operators 67 are required to contrib-

66The Abandoned Mine Reclamation Fund fees are levied at the lesser of (a) 35 cents per ton
for surface-mined coal and 15 cents per ton for underground-mined coal, or (b) 10 percent of
the value of the coal at the mine. For lignite the rate is the lesser of 10 cents per ton, or 2
percent of the value of the coal at the mine. ’

67The term “1988 ?reement operator” means an operator who was a signator to the 1988
National Bituminous Coal Wage ent, an exx;floyer in the coal industry which was a sig-
natory to an agreement containing pension and health care contributions and benefit provisions
which are the same as those contained in the 1988 National Bituminous Coal Wage Agreement,
or an employer from which contributions were actually received after 1987 and before July 20,

Continued
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ute to the Combined Fund amounts necessary to pay benefits and
administrative costs for this first plan year (reduced by amounts
transferred from the 1950 UMWA Pension Plan on February 1,
1993). The 1988 signatories will receive a credit against the first
year contributions for these interim payments. No credit is pro-
vided for payments in excess of premium obligations.

In addition, the 1988 signatories are responsible for J)aying down
the combined net deficits held by the merged 1950 and 1974 Bene-
fit Plans as of February 1, 1993. _

If an operator fails to meet these transition obligations, then any
contribution by the operator to the Combined Fund (or any pre-
1954 UMWA Funds) is nondeductible.

Financing the 1992 Plan

Responsibility for financing benefits under the 1992 Benefit Plan
rests primarily with last signatory operators 68 who are 1988 agree-:
ment operators. The contribution requirements are to be estab-
lished in the Plan and are to be appli%% uniformly to each 1988 last
signatory operator on the basis of the number of eligible and poten-
tially eligible beneficiaries attributable to each operator. The con-
tribution requirements are to include a monthly per beneficiary
premium for each person receiving benefits under the Plan and at-
tributable to the operator. In ad ition, 1988 last signatory opera-
tors must prefund and provide security for the future cost o pro-
viding benefits. The amount of the prefunding premium or how it
is to be determined is not specified by statute.

Last signatory operators who were not signatories to the 1988
coal wage agreement are responsible for the monthly per bene-
ficiary premium for persons receiving benefits and attributable to
that operator.

Persons related to a last signatory operator responsible for pre-
miums are jointly and severally liable for the premiums,

Description of Proposals

1. Elimination of “reachback” liability

Under the proposal, gersons responsible for contributing to the
Combined Fund would be limited to persons who are 1988 Agree-
ment operators or Alternate Agreement oEerators (and related per-
sons). A 1988 eement operator would be an operator which was
a signatory to the 1988 wage agreement between the UMWA and
the BCOA or a person engaged in operating or processing coal from
a bituminous coal mine and who was a signatory to an agreement
(excluding the National Coal Mine Construction Agreement) during
the term of the 1988 Agreement containing pension and health care
contribution and benefit provisions which are the same as those
contained in the 1988 Agreement. An Alternate Agreement would
be defined as a collective bargaining agreement (excluding the Na-
tional Coal Mine Construction Agreement and the 1988 Agreement)
which was negotiated between an employer and the UMWA and

1992, by the 19560 UMWA Benefit Plan or the 1974 UMWA Benefit Plan in connection with em-
loymingtr in thetcoal industry during the period covered by the 1988 National Bituminous Coal
age Agreement,. ) :
68A last signatory operator is a signatory operator which was the most recent employer of
a coal industry retiree.
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which, as of the date of enactment of the Coal Act (1) was in effect,
(2) covered the active operation of, or processing of coal from, a bi-
tuminous coal mine, (3) contained health care contribution and
benefit provisions different than those contained in the 1988 Agree-
ment, and (4) required the provision of health care benefits to
UMWA bituminous coal industry retirees. o ‘
Effective date.—The proposal would be effective as if included in
the Coal Act. - R

2. Rgtductions in premiums for payment of withdrawal liabil-
ny

The 1988 wage agreement between the UMWA and the BCOA
re%uired signatory companies which ceased operations between
February 1, 1988, and February 1, 1993, to pay withdrawal liabil-
it%r pursuant to a formula to help finance future retiree health ben-
efit costs. The proposal would modify the Coal Act to take into ac-
count withdrawal liability payments. In particular, claims for with-
drawal liability which have not yet been assessed or collected
would be extinguished. Companies that paid withdrawal liability
could elect to receive a refund of the amount paid or direct that the
amount be transferred to the 1992 Benefit Plan. Any company
electing a refund would remain responsible for maintaining its own
individual employer plan. Any company electing a transfer would
terminate its individual employer plan and the beneficiaries would
become beneficiaries of the 1992 Benefit Plan. When the premiums
attributable to the particular company’s beneficiaries exceeded the
amount transferred, the comé)any would be assessed per beneficiary
premiums by the 1992 Benefit Plan.

Effective date.—The proposal would be effective as if included in
the Coal Act. ’ B

3. Transition rules

The proposal would provide that 1988 agreement operators who
are required to make contributions. during the first plan year or
contributions to reduce the deficit of the 1950 and 1974 ‘Benefit
Plans and who are not assessed a premium are entitled to a refund
at a rate comparable to the reductions in 1988 agreement opera-
tor’s annual premiums.

Effective date—The proposal would be effective as if included in
the Coal Act. o

4. Exemption for small coal producers

Under the &)roposal, no premium would be required to be paid to
the Combined Fund in the case of a signatory operator, related per-
son, or assigned operator if the gross income of such person for the
five taxable years ending before July 20, 1992, did not exceed an
average of $20 million per year and whose taxable income for such
5-year period did not exceed an average of $2 million per year. An
exemption for 80 percent of the otherwise required premium would
be provided to a signatory operator, related person, or assigned op-
erator if the gross income of such person for the five taxable years
ending before July 20, 1992, did not exceed $150 million per year
on average and such person’s taxable income as a percentage of its
gross income for such 5-year period did not exceed an average of
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0.5 percent per year. For purposes of the proposal, the gross income
and taxable income of the t"gf)owing persons would be taken into ac-
count: (1) each member of the controlled group of corporations (as
defined in Code sec. 52) which includes the signatory operator, re-
lated dperson, or assigned operator; (2) any trade or business which
is under common control with the signatory operator, related per-
son, or assigned operator; and (3) any person who is identified as
having a partnership interest (other than as a limited partner) or
joint venture with such person in a business within the coal indus-
try, but only if such business employed eligible beneficiaries. The
proposal would not apply to 1988 agreement operators or related
persons to such operators.

Effective date.—The proposal would be effective as if enacted as
part of the Coal Act.

5. Tax credit for metallurgical coal (H.R. 1443)

The bill (H.R. 1443) would provide a metallurgical coal mining
tax credit equal to the lesser oft (1) the applicable percentage of the
aggregate amount of premiums paid or accrued by the taxpayer
during the taxable year pursuant to chapter 99 of the Code (relat-
ing to coal industry health benefits), or (2) 7.5 percent of the aggre-
gate gross revenue from the sale of qualified metallurgical coal sold
by the taxpayer during the year to an unrelated person. No credit
would be allowed to the taxpayer unless at least 20 percent of the
total tons of qualified coal sold by the taxpayer during each of the
four preceding years was qualified metallurgical coal (taking into
account ()mly coal produced from an economic interest held by the
taxpayer).

or this purpose, “applicable percentage” would mean the per-
centage of the aggregate tons of qualified coal sold by the taxpayer
during the taxable year to unrelated persons which consists of

.

qualified metallurgical coal. In no event may the applicable per-
centage exceed 75 percent. The term “qualified metallurgical coal”
would mean anly bituminous coal which is used in the production
of iron and steel and is processed by, or produced from an economic
interest held by, a signatory operator. The term “qualified coal”
would mean any bituminous coal which is produced or processed by
a signatory operator from an economic interest held :ly a signatory
operator. The term “bituminous coal” would mean coal so classified
according to the gublication of the American Society for Testing
and Materials under the title “Standard Classification of Coals by
Rank” (ASTM D 338-91A) as in effect on the date of enactment of
chapter 99. The term “unrelated person” would have the same
meaning as when used in Code section 29, The term “signatory op-
erator” would have the meaning given such term by Code section
9701(cX(1) and would include all members of the affiliated group of
which such signatory operator is a member that are also signatory
operators. The term “economic interest” would mean an interest
with respect to which an allowance for depletion is allowed. The
term “ton” would mean 2,000 pounds,

The metallurgical coal mining credit would become part of the
general business credit and would be allowed to offset 90 percent
of the taxpayer’s tentative minimum tax for the year.

Effective date.—The bill would be effective on January 1, 1993,

O



ERRATA FOR JCS-12-93

On Page 62 (Item 6. Increase rate of interest
for underpayments of estimated tax for certain Alaska
Native Corporations and individuals), the paragraph
under Description of Proposal should read as follows:

Under the proposal, the rate of addition to tax
for underpayments of estimated tax would be increased
for certain Alaska Native Corporations established
under the Alaska Native Claims Settlement Act (43

U.S.C. secs. 1601 et seq.) and certain Alaska Native
individuals (generally, those individuals entitled to
receive Alaska Native Corporation stock). 1In such

cases, the rate would be 110 percent (rather than 100
percent) of the Federal short-term rate, plus 3
percentage points.






